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EXECUTIVE SUMMARY 


The Reference to the Board and the Hearing 


The reference to the Board was made by the 
Lieutenant Governor in Council by Order-in-Council, O.C. 
516/83, dated February 9, it985, which is reproduced in full 
in the Introduction to this report. Following the issuance 
of appropriate notices, as well as a list of issues prepared 
by Board Counsel as guidelines, all pre-filed evidence was 
received’ by* July 11, 1983, from interested parties. The 
hearing began on July 18, 1983, and lasted for 24 hearing 
days. Final written submissions and replies were filed by 


Det ober e2a eee, 


The Subjecusonr tune .Repart 


The terms of the Order-in-Council required the 
Board to examine and report on a number of matters affecting 
industries in Ontario which use natural gas as a feedstock. 
These are termed the Affected Industries and consist of 
C-I-L, Cyanamid, Nitrochem, Inco and Sunoco which together 
currently consume about 32 Bcf per year of natural gas. The 
three manufacturers of ammonia-based products, which are the 
largest users among the Affected Industries, are C-I-L, 
Cyanamid and Nitrochem. Their current combined consumption 
is about 25 Bcf per year. The total (all uses) natural gas 


consumption in Ontario is about 670 Bcf per year. 


Briefly, the matters upon which the Board was 


directed to report are: 


the market environment in which the Affected Industries 


operate; 


the effects of natural gas prices on the selling prices 
of the end products of the Affected Industries and the 
competitiveness of the Affected Industries in North 


America; 


the effects on the Ontario gas utilities and their 
customers of arrangements made by the Affected 
Industries for natural gas purchases differing from 


their current supply arrangements; 


the nature, extent and causes of any disparity in 
prices and rates among the Ontario gas utilities for 
natural gas provided to the Affected Industries, and on 
the desirability of introducing a common rate across 


Ontario for natural gas used as a feedstock. 


Ther strucvure vo fe bhesrReport 


The structure of the report follows the pattern of 


the Order-in-Council and is divided into sections, as 


follows: 


Overview 


Effect of Natural Gas Prices on End Product Prices 


- Alternative Supply Arrangements 


-~ Disparity in Prices and Rates, and the Desirability of 


a Common Feedstock Rate 


In addition, there are three Appendices which may 
be helpful to readers of the report. They are: 
- Appendix A: A list of issues prepared by Board Counsel; 
- Appendix B: A list of participants in the hearing; and 


- Appendix C: A glossary of terms used in the hearing. 


Overview of the Market in which Affected Industries Operate 


i) Ammonia Industry 
Ammonia-derived products of the North American industry 
are interchangeable commodities. They are influenced 
by international market forces and are generally not 
subject to tariff barriers in international trade. 
Obtainable market prices for the products are driven by 
COMpPEtition, nol by costs of production == of which the 
EGst™ oO! Malutralsdas is Dy Tare the Largest: component’ 
Iver protivabvirey vor tne industry 2s therefore closely 
Levateg ort Mes cost. Ot Gas, whic is tire: only 
economically feasible feedstock for ammonia-derived 
products in North America. The ammonia industry is 
typically cyclical and is currently depressed, with 
significant recovery not expected in less than two 
years. Approximately one-third of U.S. ammonia 


production capacity has closed down in recent years. 


Although all three Ontario ammonia producers, C-I-L, 
Cyanamid and Nitrochem, are suffering financial 
difficulties, only limited production cutbacks have so 


far occurred. 


ii) Other Industries 


Inco and Sunoco, which also use natural gas as 
feedstock, are regarded as Affected Industries. Dow is 
not so regarded because its use of gas, though large, 
is not as a feedstock. However, the market prices of 
the products of all three companies are governed 
largely by competition rather than by manufacturing 
costs. To that extent these companies are similar to 


the ammonia industry. 


Effect of Natural Gas Prices on End Product Prices 


In, thes short,terme thes selling prices. of, the 
products of the Affected Industries are not influenced by 
the price of matural, gas, abUte neces Ong LeLis Ghevrare . 
The ipricestof.gas. af fectCsmthesorovibabiliiy sandy consequently 
the competitiveness of the Affected Industries, which have 


suffered dramatic increases in their gas costs since 1979. 


The cost of gas to Ontario ammonia producers is 
higher thane thar Coe bnelrecompe tne Vem limUD emUndLe CaroGal eG 


and in Alberta and outside North America. The cost 


- vii - 


disadvantage is expected to continue through 1986. Future 
gas costs in Ontario and the United States are very 
difficult to predict, being dependent on government policies 


as well as market conditions. 


Ontario ammonia producers are suffering financial 
hardship, though not all to the same degree. Financial 
hardship will continue for these companies and for other 
large-volume natural gas users as long as the price of gas 
remains inflexible compared to the variable prices of the 


end products of these industries. 


Alternative Supply Arrangements 


Direct purchases of natural gas by an industry 
situated in Ontario would essentially necessitate the 
purchaser to acquire an interest in Alberta gas production, 
obtain a permit to remove the gas from Alberta, contract 
with TransCanada PipeLines (TCPL) for transmission service 
and contract with the Ontario distributor to move the gas 


whuhin (Ontarioetovitstplant. 


Direct purchases, which are long-term strategies 
rather than short-term remedies, are potentially profitable 
for the direct purchaser as an equity owner in Alberta gas 
production. It would take at least 18 months to establish a 
direct purchase arrangement, and additional time to pay out 


a successful investment (which may be large) before profits 


- viii - 


become available. A large increase in overall gas demand in 


Ontario is unlikely to result from direct purchases. 


Direct purchasing would require that the Ontario 
utilities' demand charge obligation to TCPL be transferable 
to the direct purchasers. As well, TCPL would have to be 
able to renegotiate with Alberta gas producers its minimum 


offtake volume obligations. 


Direct purchasers would assume greater 
responsibility and risk for accurate forecasting and be 


responsible for arranging back-up supplies. 


A number of aspects concerning direct purchasing 
would come within the purview of agencies of the Alberta 


Government, the position of which is unknown at this stage. 


The Board believes that direct purchases should be 
open to all who are prepared to make the investment and take 
the risks, and that they would be useful commercial measures 
capable ofestrengthening Ontario tindustry.) As such sithey 
would be in the public interest provided Ontario utilities 
and their customers would not be disadvantaged. Each case 
should be considered on its merits in public hearings before 
the Ontario Energy Board. The Board therefore recommends 
that the Government of Ontario endorse direct purchases on 
this basis. While firm proposals on the part of the 
proponents of direct purchases remain to be formulated, the 


Board believes that endorsement by the Government of Ontario 


will be followed by thorough investigation of all aspects of 


direct purchasing by the proponents, with the objective of 


Commencing formal negotiations as soon as possible. 


The Board also believes that the Government should 
Give consideration to supporting the proponents of direct 
purchasing before the relevant regulatory bodies, should 
amend the Ontario Energy Board Act as necessary to fully 
implement direct purchases, and should authorize this Board 
to receive and review in public hearings proposed direct 
purchase arrangements concerning natural gas to be delivered 
for use in Ontario. The Board would approve such 
arrangements if they were in the public interest and 
adequately protected the interests of other parties in 


Ontario. 


Disparity in Prices and Rates 


Disparity in rates among the three Ontario 
utilities has existed for some two decades. In recent 
years, each of the three Ontario ammonia producers might 
have had a cost advantage at any given moment. No single 
ammonia producer has had a continual cost advantage for 20 
years, and none has enjoyed a rate advantage exclusively. 
Moreover, the differences in gas: costs to the three, ammonia 
producers have not been significant. They are caused by 


differences (among the utilities) in classification of gas 


supply costs, cost allocation methods and system 
characteristics: as;well, the Giminguof tnem increases 


granted by the Board to eacheutility nasshadwanginituence. 


Common Feedstock Rate 


Differences between ammonia producers and other 
industrial users of natural gas are not in our view 
sufficient to distinguish ammonia producers for purposes of 


a feedstock rate. 


A common feedstock rate is not believed to be in 
the public interest and is not supported or recommended by 
us. lian Fe Neate assistance we believe that a 
selective subsidy is preferable. We recommend that if the 
Ontario Government deems such assistance to be appropriate, 
it should be made available for a fixed period and be 
provided from government funds and not by the remaining 
customers of the utilities. The feedstock users, in such an 
event, should be required to submit their books to 


provincial audit. 


Recommendations 


The Board's recommendations in full are as follows 


(Page Numbers in brackets): 


ae 


That direct purchasing of natural gas, regardless of end use, by 
any Ontario user be endorsed by the Government of Ontario as being 
in the long-term public interest, provided the interests of the 


Ontario utilities and their customers can be protected (p. 89). 


That the Government of Ontario give consideration to amending the 
Ontario Energy Board Act as required to fully implement direct 


purchases (p. 90). 


That the Government of Ontario give consideration to supporting the 
proponents of direct purchasing before the relevant regulatory 


bodies in other jurisdictions (p. 90). 


That the Ontario Energy Board be authorized to receive and review 
in public rate hearings or such other time as is appropriate any 
Proposed direct purchase arrangements concerning natural gas to be 
delivered for use in Ontario, with the objective of approving such 
arrangements if, in the opinion of the Board, they were in the 
public interest and adequately protect the interests of other 


parties in Ontario (p- 90). 


That the proposal by Nitrochem and Cyanamid for a common feedstock 


rate be rejected by the Government (p.- 127). 


That if it is deemed appropriate by the Government to assist 
ammonia producers in Ontario a direct subsidy be considered by the 
Government in preference to the indirect subsidy by means of a 


common feedstock rate (pe. 127). 
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INTRODUCTION 


The Reference to the Board 


Section 36 of the Ontario Energy Board Act 
provides that the Lieutenant Governor in Council may require 
the Board to examine and report on any question respecting 
energy that, in the opinion of the Lieutenant Governor in 


Council, requires a public hearing. 


By Order-in-Council O.C. 316/83, dated February 9, 
1983, the Lieutenant Governor in Council made the following 
reference to the Board: 


WHEREAS the industries in Ontario which use 
natural gas as a feedstock are facing an extremely 
competitive international market environment 
wherein the increasing domestic price of natural 
gas is a significant cost factor; and 


WHEREAS certain companies have developed 
proposals for alternative arrangements to obtain 
natural gas supply other than the traditional 
purchase from distribution utilities; and 


WHEREAS there is a possibility of undesirable 
effects from such alternative arrangements on the 
Ontario enOshem ess MUhem Mele HbA et eS and their 
customers; and 


WHEREAS an argument has been advanced that 
there is.an undue disparity in rates charged by 
the, Ontaria,.distribution utilities to companies 
using natural gas as a feedstock and that such 
disparity weakens the competitive position of one 
or more of those companies: 


THEREPURE” ‘pursuant to Section 36 of the 
Ontario Energy Board ACCT: Ris «Ute 12303 


Chapter 332, the Ontario Energy Board be required 
to examine and, after a public hearing, report on 
the following: 


1) 


2) 


3) 


An overview of the market environment, 
both domestic and foreign, within which 
industries which use natural gas as a 
feedstock and which are located in 
Ontario (hereinafter called the 
"Affected Industries") operate. 


[pep mextentvey tO. Wolehe tie Cuncen tamand 
anticipated price of natural gas or any 
component. "or such”- price “affects” or fis 
Pikelyeevo sattect tie selling. pricesmol, 
the end-products of the Affected 
Industries and the competitiveness of 
the Affected Industries in the North 
American market. 


The effects on the natural gas 
Gisttapubron sub li ties sin Ontario ,ecana 
One customers = OF CtCHOSers UTI Tties.. so) 
Affected Industries making arrangements 
orn the purchase of natural gas 
differing from their current: supply 
arrangements with the distribution 
utilities and, in particular, to examine 
and report on: 


a ) the effects of specific 
arrangements proposed by any of the 
Affected Industries for alternative 
natural gas supplies; 


b ) whether such arrangements and their 


effects would ‘be. g2n @thew pubic 
interest; 


c) if such arrangements are in the 
public interest, upon what terms 
and ~conditions, if Yany, Ore Under 
what requiavory or legislative 
provisions, if any, they ‘should be 
implemented; 


d ) if such arrangements are not in the 
public interest, what terms or 
Condi LIONS w Sif) any peeve Chlamewiien 
attached to the arrangements, would 
make them in the public interest; 


e ) whether such arrangements’ could 
possibly set a precedent allowing 
other industrial customers, using 
natural gas for purposes other than 
feedstocks, to follow suit = and, 
what the implications of such 
actions by other industrial cus- 
tomers would be. 


4) The nature, extent and causes of any 
disparity in prices and rates among the 
Ontario distribution Utilitiags Lor 


natural gas provided to Affected 
Industries and on the desirability of 
introducing a common rate across Ontario 
for natural gas used as a feedstock. 
This should include examination = and 
report on the following: 


a) the validity of distinguishing 
Affected Industries from other 
industrial users of natural gas; 


b ) the implications for the various 
Affected Industries of a common 
feedstock rate; 


c) the implications for the 
distribution utilities and their 
customers of a common feedstock 
rate; 


d) whether a common feedstock rate 
would be’ in the public interest; 


e) the method or methods by which a 
common feedstock rate should be 


implemented, having regard to the 
public interest. 


The Hearing 


The Order-in-Council was forwarded to the Board by 
GheeMinister ofekEnergy on Februany,14,.1985. .. [he Board 


decided to invite written submissions from interested 


parties and then proceed to a hearing. In early March 1983 
the Board prepared a notice to natural gas feedstock users 
inviting submissions on the Order-in-Council. The notice 
was published both in the Globe and Mail and the Financial 
Post, newspapers having general circulation in business 
communities throughout Canada. The notice was also sent by 
registered mail to those Ontario feedstock users known to 
the Board and to various associations of natural gas users. 
Parties advised directly in this manner were: 

The Canadian Chemical Producers Association 

Canadian Fertilizer Institute 

Fertilizer Institute of Ontario 

Industrial Gas Users' Association 

C=I-L™ Inc: 

Cyanamid Canada Inc. 

Nitrochem Ince. 

Allied Chemical Canada, Ltd. 

Celanese Canada Inc. 


The Board requested that these preliminary submissions be 


Filled (wi thie Pa DVeAD Tr aslee2 2 lo Gilt 


SUDSEGUeH ty. Ong Mave domo D oS, aur there Oe tC ego 
natural gas users in general was issued and published in 
Ontario's daily newspapers. This second notice provided for 
submissions from interested parties to be filed with the 
Board by May 31, 1983, with supporting evidence to be filed 
by June 30th. Reply evidence was directed to be filed by 


Ju Lyset he 


A list of major issues relating to the 
Order-in-Council (Appendix A) was prepared by Board Counsel 
with staff assistance on June 1, 1983. This list was 
forwarded to participants as they became known, together 
WiLhetnesboard cs oprocedural Order, and .list, ofy participants. 
Board Counsel emphasized that the identified issues were 
Guidelines only and that the participants were free to 
submit whatever evidence was thought to be appropriate for 
this hearing. These submissions together with the hearing 


form the basis for the Board's inquiry. 


Byerciver Opening ot the hearing on July 18, 1983, 
twenty-one submissions had been received by the Board. 
Later in the hearing, Consumers Fight Back became a 
Datticipane. 9A briefidescription of the participants and 
the names of counsel and of persons who testified on their 
behalf is set out in Appendix B. Not all of the 
participants took an active part throughout the hearing. A 
glossary of terms’ used in this report 1s set out in 


Appendix C. 


The hearing, with some interruptions, continued 
for 24 days. Some 34 witnesses were examined during this 
period. The Board requested final written submissions from 
the participants at the conclusion of the hearing on 
September 20, 1983. These were filed by October 7. The 
Board also allowed reply argument to these submissions. The 


replies were filed by October 21, 1983. 


In reaching conclusions and making recommendations 
the Board is normally bound by the provisions of the Ontario 
Energy Board’ Act. Ihe present creport is an exception. [he 
Board decided to consider the questions in this reference on 
their merits without regard to regulatory precedents. The 
Board wished to be free to recommend, if it so concluded, 
that the Ontario Energy Board Act should be amended. 


Consequently, the Board has proceeded on the assumption that 


the current regulatory provisions contained in the Ontario 
Energy Board Act are not binding on the Board for purposes 
of this report. The various proposals were considered on 
the basis of need, appropriateness and workability. In the 
case of proposals relating to alternative supply 
arrangements, these have been generally considered in 
principle only, because final and complete details were 


often not available. 


OVERVIEW 


The Foreign And Domestic Market Environment Of 
Feedstock Users 


A nee et 


es 


The first subject directed to be examined and 
reported upon by the Board was the foreign and domestic 
market environment within which Ontario "industries which 
use natural gas as a feedstock" operate. The term 
"feedstock" was not defined in the Order-in-Council and 
there was no consensus amongst the interested parties as to 


the exact meaning of the term. 


In the List of Issues, Board staff provided a 
general definition which stated that a feedstock is taken to 
mean natural gas used as a source of raw material, i.e. a 
chemical ‘building block' and not as a source of energy. We 


have adopted this definition in making our recommendations. 


On the basis of this broad definition, the three 
Ontario ammonia producers, C-I-L, Cyanamid and Nitrochem, as 
well as Dow, Inco and Sunoco, presented evidence and/or 


submissions on their particular market environment. 


The Ammonia Industry 


Under any conventional definition of feedstock, 
the three Ontario ammonia producers are feedstock users and 


Affected Industries as described in the Order-in-Council. 


Their market environment was examined in greater depth than 


those in which Dow, Inco and Sunoco operate. 


Expert evidence on the ammonia industry (also 
referred to in this report as the nitrogen industry) both 
foreign and domestic was given by T. A. Blue, Director of 
the Agricultural Chemicals consulting department in the 
Chemical Industries Division of SRI International (formerly 
Stanford Research Institute) of California. Mr. Blue, a 
recognized authority in this field, attended on behalf of 
both Cyanamid and Nitrochem. C-I-L's evidence on the market 
environment was Tee Mr. C. Hampson, senior vice president 
and a director of C-I-L. Cyanamid and Nitrochem augmented 


their evidence through their officers and employees. 


Ammonia is produced by a chemical reaction 
involving nitrogen from the air and hydrogen. Although 
technically hydrogen from any source including water can be 
used, natural gas is the most economic source and is used as 


the feedstock in all of the Ontario and Canadian nitrogen 
industry and 97 percentaol, the Uso.e .NUdUsy mul ComomD alle 
is designed to use natural gas as a feedstock, switching to 
another hydrogen source is not an economically viable 


option. 


Ammonia is the basic building block in the 


production of nitrogen chemicals. The principal ammonia 


derivatives are urea, nitric acid, ammonium nitrate, 


ammonium sulfate and ammonium phosphate. Ammonia and its 
derivatives are used in agriculture as a fertilizer and as a 
protein supplement (urea) in livestock feed, and also in the 


manufacture of explosives, fibre and plastic products. 


World Ammonia Market Environment 


Mr. Blue testified that SRI estimates that total 
world demand for all nitrogen products in all markets in 
1982 approximated 102 million short tons of ammonia, up 
slightly from 1980. World ammonia producing capacity in 
1982 was. about 130 million short toms per year, indicating 
that demand is only 78 percent of capacity. The Canadian 
ammonia market (excluding exports) is about 2 percent of 
total world production and is expected to be 4 - 5 percent 
by 1990. Some 45 percent of Canadian usage takes place in 


eastern Canada. 


Other major sources of ammonia production include 
the United States, Mexico, the Caribbean (principally 
Trinidad), western Europe (particularly Holland) and the 
Uartoenhnwmulere asiea sic sorodtctyvonsin North Africa, Latin 
America (mostly Venezuela and Brazil), the Middle East, 


India and east Asia. 


Unlike Canada and the United States where 
virtually all ammonia production is carried on by privately 


held companies, it is estimated that by 1990 about 


66 percent of the world's total ammonia capacity will be 
state-owned, up from 56 percent in 1975. This trend is 
noteworthy because in future, factors other than free market 
forces involving the real cost of production and 
transportation may well determine both the market and the 


market price for ammonia and its derivatives. 


As noted by several witnesses, ammonia and 
nitrogen products are essentially interchangeable 
COMMOdLELeseuradeGgmifi@day LoCUal Lye Uoti@h= reer. 
interdependent, international marketplace and are subject to 
commodity-type price cycles. From 1965 to the present there 
have been three periods during which oversupply of the 
product has led to depressed prices and profit margins: from 
1965° C0 1970, from iyo to 197 on sanOw ronment =170 | omtiTe | 


present. 


While the causes of these fluctuations or cycles 
are largely unpredictable, broad-based and complex, the 
following factors have been cited: 

- the effect of monetary exchange rates; 

~ strength of the USS. dGgllarerelavive LOsOtner 
international currencies; 

~ interest rates; 

- weather patterns; 

- decisions made by governments such as those of China, 
Pakistan and India not to buy nitrogen products whether 


for economic, political or other reasons; and 


financial difficulties experienced by certain 


countries, Brazil being an example, which force them to 
be exporters rather than importers of nitrogen 


products. 


It was Mr. Blue's evidence that for the balance of 
this century;ithe timing/and specifie"causes*)ofsfuttre 
oversupply periods will continue to be unpredictable. He 
stated that the current depressed state of the industry is 
not expected to reverse itself until late 1984 or 1985, 


somewhat later than he had earlier anticipated. 


The U.S. Ammonia Market 


The U.S. ammonia market is quite mature. Internal 
consumption is expected to grow at an annual rate of only 
1.5 percent to 1990. The market is supplied principally by 
internal production. However some 16 - 21 percent of total 
domestic consumption is provided by imports from Canada, 
Mexico, Trinidad, Venezuela, the U.S.S.R. and western 
Europe. The slow rate of growth may have significant 


consequences for the Ontario industry. 


The market environment in both the United States 
and Ontario is reflective of the world market. In the 
United States there is currently excess ammonia production 
capacity, brought about primarily by the cutback in 


fertilizer use caused by depressed U.S. farm prices, a near 


record grain surplus which reduced planting, plentiful 
ammonia imports from countries whose governments subsidize 
the price of natural gas used for ammonia production 
(Mexico, Holland and the U.S.S.R.) and a general decline in 


industrial use. 


The slack in demand added to the ever-increasing 
cost of natural gas has caused havoc among the ammonia 
producers. Some one-third of the U.S. capacity has been 
closed either permanently or indefinitely. Nevertheless 
inventories of ammonia and ammonia derivatives remain high. 
Ammonia producers are applying to their state and federal 
agencies for natural gas price relief. While most state 
commissions and the Federal Energy Regulatory Commission 
(FERC) have either deferred or rejected such applications 
outright, a few states have allowed special rates for 
feedstock use subject to special conditions. In California, 
for example, a feedstock rate was established but only for a 


limited time and for ammonia products destined for export. 


The U.S. producers able to continue their 
operations in ina has been called one of the worst years 
ever are those with low-cost, long-term natural gas 
contracts. These producers are primarily operating in the 
U.S. Gulf Coast area (especially Louisiana and Mississippi), 
and they provide the competition to the ammonia producers in 


Ontario. 


The Ontario Ammonia Industry and Markets 


Unlike the ammonia producers on the U.S. Gulf 
Coast, the industry in Ontario is essentially market-based, 
the plants being close to the market rather than to the 


source of natural gas. 


C-I-L, the largest company in terms of ammonia 
production, is situated at Courtright, near Sarnia, employs 
some 430 workers and has a current producing capacity of 
375,000 tons per year. C-I-L's capacity will be slightly 
more than doubled when its new ammonia plant is brought on 
stream in late 1985. When construction of this new plant 
was first approved by the company in 1981 it was scheduled 
for completion in 1984, but following a recent review the 
completion date was extended to 1985. The new plant is 
expected to employ an additional 80 people. C-I-L's annual 
Consumption Ofegas is currently, 14.47. Bef... ,sihas. will 
increase to 26.47 Bef per year when the new plant is 


completed. 


Cyanamid's plant, which is located in Niagara 
Falls, employs some 450 people and has a producing capacity 
of 245,000 tons per year. Cyanamid uses some 7.4 Bcf of gas 


annually. 


Nitrochem's plant, situated in Maitland, is the 
Smavilest.— navingeda capacicy, of 90,000 ‘tors ‘per year and 
employing some 250 persons. Nitrochem's gas usage is 


5.545 Bet mannuaudy 


While all the plants are relatively old, having 
been built in the early and mid-60s, and smaller than more 
modern plants, they do not appear to be out of line with 
international standards on the basis of technology, scale 
and energy efficiency. With the cost of gas being the major 
component of the manufacturing cost of ammonia, no further 
Significant improvements in operating profits can be 


expected by simply upgrading the existing plants. 


These three producers have the capacity to supply 
virtually all the ammonia requirements of eastern Canada 
(i.e. Ontario, Quebec and the Maritimes). However, about 
30 percent of this market is inaccessible to them because 
United Co-operatives in Ontario take their supply of 
fertilizer from U.S. co-operatives to which they are tied. 
Consequently, about one-third of the total Ontario ammonia 
production must find a foreign market - logically in the 
states of Michigan, Indiana, Ohio, Pennsylvania and New York 
-~ in order to keep the Ontario plants operating at or near 
design capacity. Operation below these levels is 


inefficient. 


The Ontario producers are therefore in direct 
competition with U.S. Gulf Coast producers in the markets of 
eastern Canada and the northeastern and north central United 
States. (Some 34 percent of this U.S. market is supplied by 


Gulf Coast producers, 20 percent by Ontario producers and 


Spek oa 


the balance by local production.) In addition, if Ontario 


producers wish to continue to supply eastern Canada, they 
must be price-competitive with the delivered er of 
nitrogen products - mostly urea, from Europe and other 
sources outside North America. There is little competition 


from ammonia producers situated in western Canada. 


The Ontario ammonia market, being less mature than 
the market in the United States, is expected to grow at a 
rate of about 2 to 3 percent per year for the balance of 
this decade. This market is subject to the same cyclical 
swings as in the United States and elsewhere and is 
currently going through a very severe downturn. The length 
of the downturn is unknown, although there are some signs 
that it has bottomed out. C-I-L, the most optimistic of the 
Ontario producers, is of the opinion that the decline will 
now be relatively short-lived and that, in the longer term, 
the ammonia demand will recover and expand to absorb the 
current oversupply. It expects recovery to begin by late 
1984 or early 1985. Other witnesses have suggested that 
market recovery will be slower. For example Mr. Blue now 
forecasts gradual improvement over a period of two to four 


yearsabeqi nningebn slate, 19.84).07, .198.5. 


As in the United States and elsewhere, the three 
major ammonia producers in Ontario have suffered financially 


because of the decline in demand and market price and the 


increase in the cost of gas. All three producers have taken 
steps to reduce costs and improve profitability. Nitrochem 
has closed its urea production facilities and is importing 
European urea to maintain its position in the retail 

market. C-I-L has also closed two small "Ammopac" ammonia 
units which it was operating on a contract basis for a U.S. 
customer. Cyanamid has obtained approval from its U.S. 
parent company to close its urea production as well. One 
ammonia producer - Becker Industries, a subsidiary of a 

U.S. corporation, operating in Union Gas's franchise area - 


closed in 1977 during the previous down cycle. 


Summar y 


From all of the above, with respect to the ammonia 


industry, we conclude that: 
Market 


- the North American ammonia industry, including 
that of OnlarndoweiseiiPluencedabyainte nial Lona 
market forces because the product is a readily 


interchangeable commodity; 


- the obtainable market price of ammonia is driven 


by competition, not by costs of production; 


~ the product, in the form omerertcii1zer st rades 
without tariff barriers, and there is no 


suggestion that tariffs will be introduced; 


Cyclicality 


- the ammonia industry is typically cyclical, but 


the length, timing and severity of the cycles are 


Cimaivec (bee to ered ncts 


~ there is a difference of opinion as to whether the 
presently depressed market is short-term or 
long-term, but general agreement that recovery is 


not expected in less than two years; 


- the current down cycle has been caused by many 


factors, with the coincident decline in 


agricultural and industrial use exacerbating the 


Situation; 
Gas Dependence 


- natural gas is currently the only economically 


feasible feedstock in North America; 


~ natural gas forms by far the largest component of 
Pie scOSt. Cm DrOGUCT MOMs (UE Otitcalb Ebi ty oi Sitinerefore 


closely related to the cost of gas; 
Production 


- approximately one-third of U.S. production 


Capacity has closed either permanently or 


temporarily in recent years; 


~ Ontario ammonia production has been cut back only 


to a limited degree; 


- all three Ontario ammonia producers are suffering 


financials dif ficulties inevaryingedequecs:. 


Other Industries 
Dow Chemical 


Dow, while not a feedstock user of natural gas, 
claimed to be an vA fifecbed Industry" on the basis of the 
very large volume of gas it uses at its Sarnia plant to 
generate electric power to convert natural salt to chlorine 
and caustic soda (chlor-alkali). In 1982 Dow's total gas 
consumption at Sarnia amounted to 17.4 Bcf at a cost of some 
$96,475,000, which is a larger volume than that used by the 
largest of the ammonia plants (C-I-L) and equal to more than 


half of the total consumption by ammonia plants. 


Through cross-examination of witnesses 
representing the ammonia industry, Dow established that its 
own market environment in North America was similar to 
theirs in that it must face stiff competition with 
chlor-alkali plants in the U.S. Gulf Coast as well as with 
those using cheaper hydro-electric power in Quebec. The 


latter plants are Dow's primary competition in eastern 


Canada. 


Dow in its submission (it filed no evidence) 
stated that the rising cost of natural gas, which accounts 
for approximately 20 percent of total expenses, affects not 
only the chlor-alkali plant but also its entire Sarnia 
operation. It stated that if gas costs continue to rise, 
the effect will be to reduce greatly its present competitive 
position in domestic and export markets, especially if its 
rising costs are not totally matched by equivalent 
produGtions~cost inereases, inethe U.S... .Gulf Coast plants... It 
appears, however, that unlike some of the ammonia producers, 
Dow is not currently facing major financial difficulties - 
its prime concern apparently being to retain and protect its 


competitive position. 


Inco Limited 


Inegidid inot initially Gile,ayssubmission as a 
"feedstock user" because it did not feel that the majority 
of its gas was used as a feedstock and, more importantly, 
because it opposed and continues to oppose special natural 
gas rates based on end use. Subsequently it did provide 
evidence on the market environment affecting its activities 


as a primary metals producer. 


Mr. Aitken of Inco defined feedstock use in the 
following sterms;a51f it [natural as) is .an,integral part of 


the chemical reaction, I would be inclined to say that that 


makes it a feedstock". He estimated that based on this 
definition, about 50 percent of Inco's natural gas usage 
would be as a feedstock, although he readily acknowledged 
that if the more conventional definition as used by the 
ammonia producers was applied, Inco's percentage of 
feedstock use would be closer to 5 percent. 

Inco stated that.in 1970, its Ontario division's 
total energy costs were 3 percent of total operating costs. 
Currently» they are ’about 14 percent; or $85.8) million, toe 
which natural gas represents $29.8 million. The annual 
consumption of natural gas at the Sudbury location is about 


6 “Bc fr. 


In its 1982 annual report, Inco stated that 1982 
was one of the worst years on record for the mining and 
metals industries. It said that nickel demand had fallen 
for an unprecedented third consecutive year to a 1982 level 
nearly, S0epercent below sts 1979 "peak. '=lt "neotedithat an 
November 1982, the cash nickel price on the London Metal 
Exchange was at the same level as its average realized 
nickel price in 1973. The situation has apparently not 


appreciably improved since November 1982. 


Inco stated that although nickel prices had 
declined, unit production costs continued to rise, 
reflecting higher costs for labour, energy and other 


expenses. ‘Inco attributed *the ‘decline in’ product price to 


the significant changes taking place in the nickel industry 
in the last decade. The two major causes cited were the 
increasing number of producers, resulting in oversupply, and 
the perception that nickel was not a "Specialty metal" in 
all cases. According to Inco, nickel is now regarded as a 
commodity, and its price is "now driven principally by total 
world demand and supply, independently of rising labour, 
energy and other production costs." This highly competitive 
international market is not expected to change very much 


during the balance of this decade. 


Inco, like the ammonia producers, finds itself in 
a market environment of oversupply and economic turndown, 
and it is suffering heavy losses. In 1982 an operating loss 
of U.S. $130 million was incurred, excluding corporate and 
interest expenses, mining and income taxes and foreign 


exchange gains or losses. 


Sunoco 


Sunoco operates a petroleum refinery at Sarnia, 
Ontario. In 1982 it decided to invest an additional 
$335 million to upgrade its refinery. The upgrading project 
includes the installation of a hydrocracker, a vacuum unit, 
a sulphur plant, a hydrogen plant and related facilities. 
The installation of the hydrogen plant will allow the 


refinery, for the first time, to utilize natural gas as a 


feedstock in its petroleum business. Natural gas-derived 
hydrogen will combine with crude oil-derived refinery 
streams in the hydrocracker unit to produce the lighter 
transportation fuels which will be in greatest demand in the 
foreseeable future. 

Mr. Hathway of Sunoco defined feedstock use as 
being "where a molecule of natural gas is the basic 
ingredient in the chemical reaction that results in other 
products." On the assumption that this constitutes 
feedstock use, Sunoco claimed status as a feedstock user and 
as an Affected Industry. Sunoco's current gas consumption 
is 0.75 Bcf per year as a heating fuel. Its additional 
requirement of gas as a feedstock will range between 3 Bcf 


and 5 Bcf per year when the new plant is completed. 


The selling prices of Sunoco's products are market 
responsive. Sunoco sells most of its transportation fuel in 
eastern Canada in competition with other oil refiners. The 
competition for its petrochemical products which are sold in 


the’ United States seems to emanate from the U.S. Gulf Coast. 


Sunoco described its market environment as being 
less severely affected than the ammonia industry's, but as 
declining to lower depths than expected, particularly in the 
transportation fuels sector in eastern Canada. The 
petrochemical aspect of its business in eastern Canada also 


continues under heavy pressure from products imported from 


Europe and the United States. The depressed markets in 
Canada have resulted in closure of several refineries of 
other companies in Quebec, Newfoundland and Ontario. 
Nevertheless Sunoco, like Dow, is not facing financial 


difficulties to the same extent as the ammonia producers. 


Summary 


We conclude that in the three industries 
represented by Dow, Inco and Sunoco, the market price of 
their products is governed by competition, not by 
manufacturing costs. To that extent these industries, which 
also use large volumes of gas, are like the ammonia 


industry. 


For purposes of this report we find that the three 
ammonia producers, C-I-L, Cyanamid and Nitrochem, together 
with Inco and Sunoco, which also use natural gas as a 
feedstock, constitute the Affected Industries. Dow, while a 
user of substantial volumes of gas, is not an Affected 


Industry because the gas is not used as a feedstock. 
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EFFECT OF NATURAL GAS PRICES ON END PRODUCT PRICES 


The second matter upon which the Board was asked 
bor neport, was the jefifect rof tthe rice of ;naturaliigas: on the 
sel lingmeprvees fot tne jyend products and y;the competitiveness 


of the Affected Industries in the North American market. 


SLI Me RI NGA SACU ns plies 


In’ the’ preceding sectiom tof this report, wevfound 
that in the current oversupply market the price of ammonia 
is not*detverminedabyitherscost-of 'productdonca Thenevidence 
also indicates that when ammonia is in short supply, 
low-cost producers will price at the higher level obtainable 
in such circumstances: and will enjoy higher profits; savings 
resulting from lower-cost gas will not generally be passed 
on) to the users of the end product. We conc] udenthem that 
in the short term, whether the ammonia industry is in a 
position of oOVver= or undersupply, the selling price of the 
end product is determined by what the market will bear and 


WOE sby Che sceosr. ot. gas la the producer. 


The same situation appears to prevail with respect 
to the primary metal industry (Inco) ‘and the oil refining 
business (Sunpco..  “Un'*tne’ other thandimDow, whichis, snot,,an 
Affected Industry, has stated that increased gas costs will 


result in higher prices for its end use products. 


Although the market determines the price of the 
end products of the Affected Industries in the short term, 
ing the; longer * Germ tne .costeGianaclral egacey sl eenalue nee 
the price. As was stated by Board Counsel in argument: 


"In depressed markets, the production costs of the 
low-cost producers tend. to establish the floor 
below which prices cannot fall without creating a 
shortfall of Ssupoily relative to sdemand- However , 
it is luvkely stitat=1 f*sufficient capac! ty. tsmhoveed 
to close during a period of depressed prices, the 
floor price will then be more precisely defined by 
the costs of the marginal capacity which, if lost, 
would Swing the balance to an undersupply 
DOS tom). In other words, the low-cost capacity 
establishes the floor when there is considerable 
excess Caplacity  srelative (to ‘demand bur etic 
high-cost component of the remaining capacity 
tends to establish the floor when markets’ are 
either! ine babkance’ or «close, to, bablance,. (Blue, 
Woe 60 Jae iia SiS .consrstentl With tne tacts tina 
when markets are under-supplied, prices must be 
Stil Pierenvly inidghy vO attrac News nVesuMentsor seo 
cause higher-cost plants to reopen." 


Ef fects on Conpetveron 


Although the cost of gas has no immediate impact 
or the prices of the end=usemproducesyol the Att equed 
Industtires; it does fhavVesaaniaOmeenivee SeOne lhe tr: 

Sonne to eee oe not only with foreign competitors but also 
among themselves. 

The cost of natural gas as ithe Largest single cost 
in ‘the’ production of tanmomiraeceaen Ontarro, gas cost accounts 


For tabout «70 epercents so. f athe ful Locos. of annoniaypnoduction 


andi tf oo OU spercentao. wchesyVaraable cosi, with an average ofr 


about 82 percent. In contrast, in Mexico "gas ‘costs 
constitute some 56 percent of the variable cost of ammonia 
MeCUUCct Ona) eon Lda deo Ve LCE. © Ltr Liver sUrivew wet ers 
the percentage for market gas is about 83 percent, 
reasonably close to @ntario's average percentage. However, 
when old-contract, low-cost, U.S. gas is used in the 

Conparl son. taeucosl, Oh gas "comprises "only 47 "percent of 
total variable costs, a very significant difference when 


compared to Ontario's approximately 82 percent average. 


These numbers show that the costs of production 
are gelevant to proritebality and “ultimately “to -the*abrli ty 
of an individual producer to continue opérating in a 


marketplace where the market price is globally determined. 


inoaNoriua america, the U.S. Gulf Coast tends to be 
the reference point for ammonia pricing, not only because it 
accounts for a substantial share of total U.S. ammonia 
capacity (some 34 percent) but also because it is the major 
Snecyepolnt fOLgor Eshore impartes and. ut us the area where 


the old-contract gas producers operate. 


Ontario ammonia producers (as well as Inco, Sunoco 
and Dow) have been patted With dramatic increases in, the cost 
of gas since 1979. “Cyanamid-“has stated that its cost of gas 
has increased by 100 percent; Nitrochem's estimate 1s a 


91 percent inerease, of which 71 percent was alleged to be 


tax-related. Similar increases have been experienced by 
C-l-lvneebased, on wMay-1983 mates, (C-l-ls calculatedmthataits 
average unit cost for gas in 1983 would be between $0.15915 
and $0.15858 per cubic metre (/m’) (averaging about ($4.49 
per thousand cubic feed (/Mcf)) depending on the load 
factor; Cyanamid estimated $0.1562/m° ($4.42/Mcf), and 


Nitrochem $0.15144/m> ($4.29/Mcf). 


These costs are higher than those paid by Alberta 
and U.S. ammonia producers. From 1979 to 1983, the average 
cost wos0ptario ania producers has exceeded the overall 
U.S .4 avemage, costyas calculated sby SRise golno1983, jas 
compared, to .thevoverall WS saverage cost, Ontario's 
disadvantage was some $1.18/million Btu ($1.18/Mcf)*. If 
the comparison is with the average U.S. Gulf Coast cost, the 
disadvantage is, $0.74/million, Bouse (ole 74/ Met). ibis price 
advantage to U.S. ammonia producers is not totally offset by 
transportation charges, and as earlier stated there are no 
tariff barriers for fertilizer use... “Imesold,, low-cost gas 
contracts supply 50 to 56 percent of Gulf Coast 


ammonia-producing capacity. By 1986 the percentage is 


* For purposes of this report the Board has assumed that 


1 Mcf contains 1 million Btu. 


expected to drop to 50-percentsand by 1990 to 3 percent. 


However, many of these contracts are now being renegotiated 
DIPLO LOVeXpPination, sosunabr while the cost) of (gas. may 
increase now, in the longer term it will remain at a lower 


level than market gas. 


Ammonia producers outside Canada and the United 
States are subsidized to varying degrees. The cost of gas 
to ammonia producers in Mexico fluctuates, but according to 
Mraebliue it ic rarely above U.S. $0>50/million Btu 
($0.50/Mcf). In Trinidad, Venezuela and Indonesia, gas is 
available to ammonia producers at less than U.S. 
on eCU/mi lion Btuli$1.Q00/Mc£). ree on producers of 
ammonia in Western Europe also enjoy some type of 


feedstock-use subsidy in the price of gas. 


It is clear that the current gas costs of Ontario 
ammonia producers are in some cases much higher than those 


of, their competitors. 


While gas costs to Ontario ammonia producers have 
increased dramatically, essentially due to Federal/Alberta 
government action, the price of ammonia has not kept pace 
(Figure 1). It is therefore not surprising that the 


profitability of Ontario ammonia producers has deteriorated. 


C-I-L stated that it is making a small but 
unsatisfactory profit from its operations. Because of its 


more optimistic outlook on future gas costs and ammonia 
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Drices. LU Us, as earkier Hoted, proceeding: witn 
construction of ats new plant. Cyanamid sees its losses 
COntLinuing .into. the future and has concluded that plant 
closure is indicated unless relief from high gas costs is 
Granted immediately. Nitrochem is also suffering losses, 
but there may be other contributing factors. Nitrochem has 


no plans at present for further cutbacks or closures. 


inwsuUmMiniary, With the current Socvswie Gas, Untario 
ammonia producers are at a definite competitive de arian > 
in comparison with other. North American producers. Future 
profitability will be dependent on ammonia prices, which as 
indicated earlier are not expected to, recover. for, two, to 


four, Vears, and relative natural gas prices. 


Tt) 783 10 iofeted CULL, fo, antaucipate future) gas prices 
either in the United States or Canada. We agree that the 
following factors, which Board counsel categorized in 
argument as "inter-related and largely unpredictable", will 


af feet? futurie (U.S 2 gas, prices to U.S. ammonia producers: 


~ the timing and final form of legislation regarding 
price deregulation wunader the, U.S. Natural Gas Policy 


Acc tes 


- the decline, over the next several years, in the 
percentage of Uso. Ammonia Capacity supplied under old, 


low-cost gas contracts; 


- the increasing role of market forces in setting gas 
prices, irrespective of legislated levels and existing 
contracts - for example, direct buyer/seller 
negotiations and efforts by transmission companies to 


acquire low-cost gas for industrial customers; 


~ the outcome of various attempts by ammonia producers to 


obtain natural gas price relief; 


~ the’ extent’ to which the United States as currently 
experiencing the effects of a natural gas 
deliverability surplus which will disappear in the 


short to medium term. 


On the Gulf Coast Louisiana is a major, 
influential ~*eference ‘potnt’ for natural gas ‘oricing. Shits 
projected Louisiana market price (i.e. the going price, as 
distinct from any other price) for the years 1982 through 
1986} Shows? ‘atthigh 81109 82s Fe, SS See 07 ma Letom) Bt u 
($3 .60/MOR)Y > dec Mining ™t o USS Oo ser an cath Se 6s 152 in! 18s 
and. #984 respectively, thereafter@risingsto)U.o.095. 50 11 


1985 and 1986. 


Mr. Spratt, speaking for Inee .ssaid that themprice 
of natural gas regtraten under the U.o. Natural Gas Policy 
Act would decline from current levels through to 1986 as 
decontrol took place, but thereafter he expected the price 
to increase in real terms. He also saw the U.S. average 
price of gas increasing by 1990 in real terms by 


approximately $1/Mcf from current levels. 


In Ontario, future gas prices will be determined 
by government agreements and taxation policies. Central to 
any forecast of natural gas price is the relationship of the 
price of Canadian crude oil to world market crude oil, and 
the relationship of the price of natural gas to the price of 
Canadian crude oil. The forecast of the 1985 unit gas costs 
in Ontario, depending on the assumptions made, ranged from 
about Cdn. $4.64/Mcf as submitted by Cyanamid to Cdn. $4.63 


as estimated by Sunoco and Cdn. $4.66 as estimated by C-I-L. 


Cyanamid, on the assumption that the 75 percent 
world oil and 65 percent gas-to-o0il relationships would 
continue through 1986, calculated that the Ontario gas cost 
disadvantage will continue throughout this period relative 
to the U.S. Gulf Coast average. [The advantage with respect 
to Louisiana market gas, as opposed to old, low-cost 
Contract Gas, Which existed from 1979 through 1982, will be 
reversed and will become a disadvantage of between a high of 
Wo eo Umino bd ea loWwsO TU. Si SO.09i Nn Teo. 
According to Cyanamid's forecasts, in all other cost 
comparisons with either U.S. or Alberta prices, Ontario 


remains at a disadvantage throughout this period. 


On the other hand C-I-lL stated that "provided 
government policies are sensible, there is every reason to 
believe that gas costs in Canada will be competitive with 


Our competitors in the United States". Looking ahead to 


1985-86, C-I-L expected that prices for gas in the United 
States would be higher than those suggested by SRI and that 
Ontario ammonia producers would enjoy a price advantage in 
the order of Cdn. $0.50 to $1.00/Mcf in relation to the 
Louisiana market price. This forecast advantage was lower 
than initrally projected by C-I=L when it first deci dedeia 
CONSELUCE PCS. Neweplant Further, iDy JULY. Oo sDeCRUScec | 
currently lower than expected U.S. gas prices, the advantage 
projected by C-I-L for 1985 had been further reduced to a 
range of a Cdn. $0.09/Mcf disadvantage to a Cdn. $0.46/Mcf 
advantage. C-I-L maintained, however, that in the long run 


the Cdn. $0.50 to $1.00/Mcf advantage would prevail. 


From the “above we conclude that in the near terms 
at least to 1986, the Ontario ammonia producers will be at a 
cost disadvantage in relation to the major component of 
production costs of their product. With this disadvantage, 
coupled with depressed ammonia prices, the Ontario producers 
cannot maintain their competitive position in their 
traditional markets. While the impact of the disparity in 
gas costs is not as severe for Dow, Inco and Sunoco, their 
profitability and therefore competitiveness is also 


negatively affected. 


Summar y 
We draw the following conclusions: 


Effect of Gas, Prices on, End, Product Prices jand 
Profrplravtliuy Onpoacne- At tected Industries 
~ in the near term the price of natural gas does not 


affect the selling price of the end product; 


- in the long term the price of gas does influence the 


serianrg= price of the end product; 


~ the price of gas does affect profitability and 
consequently the competitiveness of the Affected 


Industries; 


Gas Prices and Competition 


- the Affected Industries have suffered dramatic 


increases in the cost of gas since 1979; 


- the cost of gas to Ontario ammonia producers is higher 
than the cost.of gas to their competitors offshore, in 


the United States and in Alberta; 


- the gas cost disadvantage to Ontario ammonia producers 


is not totally offset by product transportation cost 


advantages; 


- the gas cost disadvantage is expected to continue 


through 1986; 


the future cost of gas in Ontario and in the United 
States is very difficult to predict, being dependent on 


government policies as well as market conditions; 
Financial Hardship 


Ontario ammonia producers are suffering financial 


hardship, but not all to the same degree; 


Ontario ammonia producers and some other large-volume 
users of natural gas will continue to suffer financial 
hardship so long as the price of gas remains inflexible 
relative to obtainable prices for the user's 


end-products. 


ALTERNATIVE SUPPLY ARRANGEMENTS 


The third subject upon which the Board was 
directed to report concerned the effect on the Ontario gas 
distribution utilities and their customers of arrangements 
made by the Affected Industries for the purchase of natural 


gas differing from their current supply arrangements. 


Introduction 


Under current supply arrangements, any consumer of 
natural gas in Ontario, whether an Affected Industry or not, 
must contract with a franchised distributor for the supply 
of gas. fJhe three major Ontario gas distribution utilities 
(referred to herein as "utilities" or "distributors") are 
Union Gas Limited ("Union"), Northern and Central Gas 
Corporation Limited ("Northern") and The Consumers’ Gas 
Company Ltd.("Consumers'"). These companies hold natural 
gas distribution franchises approved by this Board under the 
Municipal Franchises Act to serve various areas of Ontario. 
This Board also regulates their activities as utilities, 
including the approval of rates for gas sold to customers, 


Inder sane Untariostnergy Board Act, 


Each of the three major ammonia producers using 
natural gas as a feedstock is supplied by one of the above 


utilities: Cyanamid is supplied by Consumers', C-I-L by 


Union and Nitrochem by Northern. Other large-volume gas 


users referred to in this section are supplied as follows: 


Dow and Suncor bya Unions, Inco by Noothern. 


All theszabove utilviives contrac form gasesuppey 
with TransCanada PipeLines Limited (TCPL) at prices which 
recoup ICPU's gas cost “and the cost of transmitting the gas 
from Alberta to Ontario, including a reasonable rate of 
return. TCPL makes profits only on its transmission 
Service. ihe transmission rates charged by e[GPl are 
regulated by the National Energy Board (NEB). Gas purchased 
by TCPL from Alberta producers for movement to Ontario 
leaves Alberta at the Alberta Border Price (ABP) which is 
set by negotiation between the Alberta and Federal 
Governments. All volumes of gas leaving Alberta are subject 
to a removal permit approved by the Alberta Government after 
initial application to, and approval by,, the, Alberta Energy 


Resources Conservation Board (AERCB). 


The prices at which the Ontario utilities sell 
their gas to the above-named Ontario industries are not 
necessarily the same. Factors having a bearing upon the 
utilities’ selling prices to Cnestisersumncludem CPE taerates 
which vary by zone, the specific echaracteriatacs of the gas 
supply, required and the supplying Jiile tyes =spankiciular cost 


basis wand rake Structure. 


Many participants viewed direct purchases as a 
justifiable reaction against the inflexibility of the ABP in 
that, while this price has increased, the value of the gas 
to some Ontario industrial users has not kept pace. The 
price of gas has been tied, on a heat-equivalent basis, to 
60 spercCent eam che Drice Of Crude Ol laine lorontonay pHOWwever 
the value of gas to some Ontario industries (e.g. ammonia) 
is related to the obtainable price for the products of a 
manufacturing process in which gas is an essential 
ingredient by virtue of its chemistry rather than its heat 
content. In such processes, it would appear that price and 


value to the user are not necessarily related. 
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The differing arrangements which are the subject 
of Section 3 of the Order-in-Council were variously referred 
to during the Wearing as: "direct accessing", “direct 
purchases", "backward (or vertical) integration" and "the 
integration alternative", among others. The term "direct 
purchase" is used hereafter because it was the term most 


commonly used during the hearing. 


While vartous. direct punchase schemes were 
discussed at the hearing, in its most simplistic form the 
common thread involved the Ontario-based industrial gas user 


arranging for the acquisition of natural gas in Alberta and 


havingeTEPLetransporteit.«to Ontariosfor deliverystomthe 


Ontario gas distributor serving that particular industrial 
customer, for subsequent delivery to the customer's point of 


uSe. 
Effects of Direct Purchases 


Views of the Participants 


Of PEhen Ze participants rincthe snearangy, © 
supported direct purchase (albeit with qualifications in 
some cases), four were against it (again with qualifications 


by some) and five did not state a position. 


supporters of Direct Purchases 


- eee 


a) C-I-L Inc. (an Affected Industry) 


C-I-L has been involved in exploration in Alberta 
Since 1976 and would like to integrate its Ontario ammonia 
production with Alberta gas reserves in which it holds, or 
wollld* hoPd, -an-equit ey tntercacss) = Nem ODNC Gel. cet smo 
reinforce the long-term competitiveness of C-I-L's ammonia 
business "with returns’ from Wes *productron ofegas. C-1-L 
stated that it had planned such an integration for some time 
but by the summer of 1982 had concluded that the necessary 
co-operation of TCPL and Union would not be forthcoming 
without the support of the’plan by the Government ‘of 


Urea io. 


C-I-L's proposed specific arrangement is as 


follows: 


i) The company could obtain access to gas reserves 
NeLosiie atone VENCUre With. Bralorne, an Alberta 


resource company. 


ii) The company would apply to the AERCB for 
permission to remove the gas from Alberta, using 
an existing permit already granted to Consolidated 


Natl Gare e et Coe Oe NIG.) ss 


iva) C-=4-Uiwould i contractowithi TCPk’ for, transportation 
service either by negotiation with TCPL or by 
order of the NEB under Section 59(2) of the NEB 


Act. 


iv) C-I-L would sell the gas to Union in Ontario at 
Union's interconnection with TCPL and repurchase 
Lidge bivVeredatowb—-Ll=Lis Courtright plant.<at a 
negotiated price including a reasonable mark-up 
Lona bonewWothout increasing ithe distribution 


busimess Risks forsthe ,utility,,. 


peEcdrding CO U=l—--, Without direct purchase there 
1s no mechanism that would enable an Ontario ammonia 
producer to have long-term control of the most expensive 
component in its overall cost of production, namely, the 
cost of gas. Direct purchase is seen as a long-term 


commitment enabling an industrial consumer to acquire 


natural gas at costs "which effectively will reflect market 
conditions". Moreover, it submitted that the arrangement 
could be structured without increasing current business 


risks “for IGP cand the Gntarlordlsceripueers.. 


In the view of C-I-L, if all the parties involved 
agree, direct purchase arrangements would not require 
changes to Ontario legislation; however, an amendment would 
be required to the Ontario Energy Board Act if it became 
necessary to compel a purchase of*gas by an Ontario 
distributor from sane Unvarion Indust ital consumer, Ores 
transportation. C-I-L also contended that the NEB can order 
TCPL to transport the direct purchaser's gas from Alberta to 
Ont@aruion,af TEPLerefusedstoedouso. ~ As wel ljathencompany 
believes that the NEB has the power to reallocate demand 
charges ‘asi’ credits" jvomtnesspecifice Ontario diauribulLor.s 
obligations to [CPU ihurther, €-1-l believesetnaeepaymencs 
made to TCPL for gas transmission (T-service) by the 
industrial customer can be “credited” toward the Ontario 
distributor's obligations to TCPL where a contract between 
these parties has effectively been varied by the direct 


purchase. 


As evidence that. the current natural gas marketing 
system has not worked well, C-I-L pointed to "the tremendous 
costs of ‘oversupply in ‘that’ Alberta producers wholsell to 


TCPL are, through the TOPGAS agreement, bearing the carrying 


costs on some $2.3 billion in take-or-pay payments. A 
further $0.4 billion additional take-or-pay payments was 
expected in 1983. C-I-L also referred to the present excess 
Capacity on the ITCPL system, the cost of which is being 
borne by aie consumers east of Alberta. According to C-I-L 
this cost burden has been exacerbated by the traditional 
marketing and regulatory structure, since it provided no 
Ree. Locentaye forelocalj distributors or, (CPL tobe 
efficient in estimating demand or in constructing 


facilities. 


The company believes that direct purchases can go 
hand-in-hand with price incentive schemes and in the 
long term will stimulate market responsiveness in the 
administered natural gas price. C-I-L referred to similar 
arrangements being available to industry in Alberta and the 
United States and the expectation that they would also be 


available in British Columbia. 


C-I-L was critical of the opposition to direct 
purchases displayed during the hearing by what it termed the 
"Vested interests" (in which it included the Ontario gas 
distributors, TCPL, and some of the producer interests). 
C-I-L contended that the benefits of direct purchases, which 
would preserve and strengthen the competitiveness of 
industries in Ontario, would far outweigh potential 


undesirable effects. 


C-I-L stated that positive action by the Ontario 
Government to preserve and strengthen Ontario industries 
would encourage a favourable reaction from Alberta to 
specuf tendirect yourchasemproposdais. «| Ingthiscecontvext. tne 
company argued that the Ontario Government should remit to 
the Ontario gas utilities federal income taxes transferred 
to Ontario -underethbe federal Public Util iineseincomes a 
Transfer Act CPwUsl.1. LAs). “bo reducestnescostscwominatural 


gas; for Ontvarvovindustnymassthe OB imayedicecu. 


b ) Nitrochem Inc. (an Affected Industry) 


The company stated that it had attempted to 
acquire a natural sjasvsupol yo fe1ts ownwin the 1970s abut, 
although Northern was prepared to receive the gas at the 
Alberta border, the proposal diedvbecausesof, 1CREYs 
resistance to it. Nitrochem again explored the possibility 
of direct purchasing near the end of its 20-year contract 
with Northern (ending October 31, 1981). When the contract 
was extended it omUctoberyo1. 1902.) Nowunrenn  agnecd™=t 0 
renegotiate the contract’ if’ Nitrochem obtained alt 
regulatory approvals to acquire gas in Alberta and move it 
to ats: plant at Mai te and. Ange Deedee bela bane. 

October 315 984," proviged=for—-Nitrochem to give nine 


months! notice to Northern to terminate its contract if 


Nitrochem obtained such approvals. A draft agreement was 
sent to Northern in February 1983 but the matter was left in 


abeyance. 


Nitrochem is contemplating a joint venture with 
Roxy Petroleum Ltd., a subsidiary of the Hudson's Bay Co. 
led eliaWwitcieno~yewoula Nod 20 percent af sthe equity and 
Nitrochem 80 percent. The joint venture would purchase some 
40 Bef of gas reserves an Alberta, ‘either from "Roxy or 
elsewhere. This volume would meet Nitrochem's anticipated 


needs fortapproximateLy eagnt wvears. 


Nitrochem's specific proposal is as follows: 


i) Following conclusion of the joint venture 
agreement as outlined above for the acquisition of 
gas reserves, the joint venture would also 


arrange: 


~ for authorization to remove the gas from 


Alberta 


~ for ebrarsipor tattiortdfiqas' within Albert a to 


EGPEMsehiine 


- for back-up supplies to cover unforeseen 


contingencies 


~ Piola tem recto oye roel FO. UntarLo 


- for uMemsalesof the gas to Northern at its 


interconnection with TCPL and the repurchase 


of the gas from Northern at Maitland on the 


basis of Northern's allocated cost of service 
plus the allowed rate of return; 
alternatively, either to enter into a 
transportation agreement with Northern or 

to construct its own pipeline from the TCPL 


interconnection to Maitland. 


Nitrochem disputed Board Counsel's and others' 
suggestion that demand charges payable by Ontario 
disiributors, to, ORL be’ transferred from the distributonaieto 
the direct purchasers for itheslifie: of the tdaiistributons?’ 
contracts with TCPLs inthe case of Northern, this would be 
until 1995... In Nitrochemissview,. aadistribubore’ cant only 
look to a customer to cover the distributor's demand charges 
for ~the life of che .customem's contracts >eyaneNptoochemeés 
contract. .nine months.) af, VGPRifismtinwiehingesbhotteransfer the 
obligation voluntarily, Nitnrochem suggested that .thisemight 
be done by order of the NEB. Nitrochem also proposed that 
all component contracts covering a direct purchase 
arrangement be made for the same period - possibly five 
years sor longer. In Nitrochem's view, Northern would then 
have less risk of unabsorbed demand charges than at present 
with, the longer cantracted peritad, sand) towtuhat. extent 


Northern's position would improve. 


As discussed morestully ater eine this Teporte iC lr 


objected to all direct purchase arrangements on the ground 


that such arrangements would worsen its take-or-pay 
problems. Nitrochem countered that the scale of TCPL's 
problem (TCPL is taking only 47 percent of its obligation to 
purchase i.e. less than the 60 percent obligation 
established under TOPGAS) is such that direct purchases are 


unlikely to have a significant impact. 


In Nitrochem's view, direct purchases should be 
available to all gas users and not be limited to users of 
incremental volumes, i.e. volume requirements that would not 
occur but for direct purchases. Furthermore, Nitrochem like 
C-I-L believes that direct purchases can coexist with 


incentive pricing, if such a program were developed. 


Nitrochem believes that direct purchases would 
bring a measure of relief from artificially high and 
uncompetitive gas prices, enabling the nitrogen industry in 
Ontario to survive. Direct purchases would result, 
according to Nitrochem, in more competition in the purchase 
of gas in Alberta and would exert pressure for more 


market-responsive pricing of all natural gas. 


ey) Cyanamid Canada Inc. (an Affected Industry) 


= ee een me 


While Cyanamid believes that a common feedstock 
Pave; Would we rire primessolution; to its problems, the 
company also believes that direct purchases can, in the long 


run, provide the means by which feedstock users can control 


their own gas costs. The company argues that direct 
purchases would allow the feedstock users to remain 
competitive and ensure continued gas sales to the Ontario 
nitrogen industry. This could be accomplished, says 
Cyanamid, without adverse effects on distributors or their 
customers provided that "unabsorbed demand charges, if any, 
suffered by the utilities as a result of direct purchase, 
are transferred to the feedstock users and not collected 


twice by TransCanada", 


The company believes that any effects on TERL As 
take-or-pay payments will be minimal and short-lived because 
the current gas oversupply will shortly be taken up by 
increased exports to the United States; that TCPL will have 
no greater risk dealing with direct purchasers than with the 
distributors; and that any increase in TCPL's take-or-pay 
payments will not be borne by TCPL's customers “since they 


[the payments] are placed in the Alberta cost of service". 


Cyanamid sees the concern expressed by the Ontario 
distributors about direct purchases as "a desire to maintain 
the status quo to protect their monopoly". Cyanamid also 
believes that direct purchasers would have no problem in 


arranging back-up supplies. 


Cyanamid made no specific direct purchase proposal 


but stated that it has discussed direct purchase with a 


number of Alberta producers. The company believes that it 


can enter into a contract to acquire gas in Alberta without 
CxDlOrIng tOUlelceol PULCINaSsINgG Teserves. “in fact, 1t “would 
expect to receive a payment or discount from the producer in 
consideration of providing a new, firm market and to obtain 
transportation service from Consumers' to its Niagara Falls 


plant at reasonable cost. 


d) Sunoco (an Affected Industry) 
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For the sake of simplicity, the name Sunoco is 
used in this section regardless of any inter-functional 
relationship between Sunoco and its parent Suncor. Sunoco 
is accepted as an Affected Industry for the purposes of this 
report, but it differs fundamentally from other feedstock 
users in Ontario because the gas would be used in the new 
extension to its Sarnia refinery for the manufacture of 


light transportation fuels. 


Sunoco believes that it is imperative that the 
Untario Utilities are Kept "whole" *in, any direct purchase 


arrangements. 
SUNOCO Is espeCciiiceproposal 1s as. follows; 


- to arrange for the gathering of its own gas and 


transportation within Alberta 


~ to obtain the appropriate removal permit from the 


Alberta Government 


- to arrange for T-service by. TCPL.to.the.appropriate 
Union delivery point in Ontario and transportation 
service by Union to the Sarnia refinery paying the same 
price as.it, would ofherwise pay to Union, “Sunoco 
prefers to retain, title to, the gas throughout but would 
leave this and other matters to negotiation between the 
parties. Sunoco proposed that the contract then be 
submitted to the Ontario Energy Board for approval, 


either in a rate hearing or some other proceeding. 


The company argued that, while direct purchase 
should be open to anybody, the number of qualifying parties 
will be limited because only a handful of high-volume, 
high-load-factor gas customers who have the means to invest, 
or who have invested, in petroleum exploration will be 
interested. There would be no opening of "floodgates" as 


feared by some of the opponents to direct purchase. 


SUNOCO, which as casignatorysboutne . ORGAS 
agreement, now produces gas in Alberta and sells it to 
TePL. In considering «dinecussalesstomat th mi avec aun co 
said that access should be limited to producers who are 
respecting Cheir exXLSlLing eonurages ame sUNCOL lasso 
intention of abrogating vite present ssalies cConunacts Wien 
TransCanada and does not believe that any scheme involving 
the repudiation of producer contracts should be condoned by 


the Board. The company believes that the volumes of gas 


that it proposes to purchase directly for its Sarnia 
refinery would be in addition to volumes already included in 


Union’s forecast, and not in place of them. 


The company favours an arrangement with TCPL and 
Union covering transportation service only. Sunoco does not 
believe that the question of demand charges constitutes an 
obstacle to direct purchases. It asserted that the major 
impediment to direct purchases lies in TCPL's take-or-pay 
Situation, tite impact of which is seen by Sunoco to be more 
disadvantageous to Alberta producers than to TCPL. In 
Sunoco's view, the fact that TCPL contracted to buy gas for 
exports that have not yet materialized is not grounds for 
penalizing Canadian industrial customers wishing to obtain 


access to their own gas. 


The company believes that the NEB provides the 
proper forum for addressing concerns as to whether the TCPL 
system is threatened by direct purchases. Similarly, Sunoco 
holds the view that the appropriate forum where producer 


concerns can be addressed is in the Alberta government 
agencies. 
e) inco Limited (an Arrected Industry) 


Inco is a substantial consumer of natural gas, 


whitheaccounts? fortarsignificant\part\of itsscosts. 


The company, through a subsidiary, commenced an 
exploration program in Alberta in 1979 and by the end of 
1982 had developed substantial gas reserves. It is a 
supporter of direct purchases, and its stated preference is 
for the utilities to purchase the gas at the Alberta border 
and to arrange for contract transmission service with TCPL 
and delivery tosthe, user satathe watter! s plant. underecne 


utilities' normal rate structures. 


In addition to the above Affected Industries, the 


following Ontario industry supported direct purchases. 


fy) Dow Chemical Canada Inc. 


While not a feedstock user in the accepted sense, 
Dow claims to be a captive large-volume user of gas, the 
Dri cescofixiwht ohy ais) Crate alee ne beable Eye bomcompe Gest neaics 
chlor-alkali-markets. The company supported direct 
purchasing provided no additional costs were placed on other 
panties. 1t made no, speci ficupnoposalsmbitestaied, in its 
submission that the regulatory process should provide a 


framework for mutually beneficial commercial arrangements. 


The following participants also supported direct 


purchases, some with conditions. 


g) Consolidated Natural Gas Limited 


The company advocates direct purchase as one 
measure which could be taken by industry "to insulate itself 
from future price increases or at least uncertainty". It 
submitted that direct purchasers should be able to acquire 
their own gas supplies by independent or joint venture 
exploration for new gas reserves or by buying-in to existing 
TESeives, and ithat etme facilities of TCPL and the gas 
distributors in Ontario should be available to transport gas 
purchased by Ontario industry. If necessary, the NEB could 
require TCPL to provide transportation under Section 59(2) 


of the NEB Act. 


h) Independent Petroleum Association of Canada 


el 


DPAC stipporved theconeept of direct purchase only 
for markets where additional gas sales were involved as "a 
step toward resolving current problems". However, the 
Association was not a supporter of direct purchasing for 
existing markets and was concerned that, as a solution, the 
arrangement "circumvents the true problem rather than 
addressing it head on". The true problem according to IPAC 


is the price of natural gas at the delivery point. 


1) 


The Director of Investigation and Research 
Bureau of Competition Policy 


Consumer and Corporate Affairs (Canada) 


The Department supported the concept of direct 


purchase "because of the positive effects on competition in 


Ontario. and Alberta. It noted that discounts are allowed 


on gas consumed in Alberta, where direct purchases are also 


permitted; these factors, it said, place Ontario industry at 


a disadvantage. It also pointed to the following 


anti-competitive features in the TOPGAS agreements: 


TCPL cannot contract for new gas supplies until all 
prepaid gas is recovered. This effectively keeps out 
new suppliers of gas, and reserves the Ontario market 
and its growth to TCPL's currently contracted producers 


until at least the end of this decade. 


While Alberta producers can sell volumes of gas in 
excess of---€PLts-.darly—nominations<toethird=parties, 
such volumes cannot be sold for use in any TCPL 
markets. Sales of sien "das GOmUnGamodlem Lene Lore 


precluded. 


Transfer of the demand charge in existing CD contracts 
between, LEPL and the Untartonutilities Go .the direct 
purchaser wishing to contract with ICPL for I-service 
would require amendment of TCPL's contract with 


TOPGAS.” “TCPE is unwWalling to take “any steps whiren 


would reduce its sales volumes because it is committed 
to a "best efforts" obligation to TOPGAS "to retain and 


expand its existing markets". 


The Department stated that it believes there is a 
conflict of interest between TCPL's business as a buyer and 
seller of gas’ and its transportation service. » It sees the 
effect of direct purchase arrangements as diluting both 
TCPL's monopsony in buying gas for Ontario and its monopoly 


in selling such gas to Ontario markets. 


i Universal Explorations Ltd. 
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This company believes that direct purchases would 
provide a hedge against escalating gas prices which are seen 
to be likely in three) to four years, when, the decline in 
U.S. gas reserves will become apparent. It said that direct 
purchases would enable the producer to develop its Alberta 
properties and permit. it to offer. aiancentives to an, Ontario 
consumer. Further, in exchange for a steady market 
including where appropriate a guarantee not to switch to an 
alternative fuel, an Alberta producer could offer an 
interest lnitaliproductngeproperty olanwindustrial, customer 
which could be paid off’ gradually from the proceeds of gas 


sales. 


The company believes that direct purchases could 


lead eventually to a higher demand for gas, thereby taking 


up existing spare capacity in transmission and distributor 


systems and resulting ultimately in lower costs. 


k ) Industrial Gas Users Association 


IGUA supported the proposition that any industrial 
user of natural gas in Ontario should be free to make its 
Own procurement arrangements for natural gas directly with 
the gas producers and that the Ontario distributors should 


deliver it. 


1) Union Gas Limited 


Alone of the three major Ontario gas utilities, 
Union accepted “the! principle of. a direct purchase scheme as 
a first evolutionary step toward more direct 
producer-consumer marketing of gas in Ontario". Its 
acceptance’ is Conditional tipon atsmnots acceptingm@ itlerto 
the. qastouteide Ontariotand’note becomangear contract carrier 
on its own system. Furthermore, direct purchase 
arrangements-:must not have any adverse effect on the 
utilities’ or? theiriicus tomers.’ Sincesun jon aisaicunrentiiyean 
anttoversupply posi lion any wirectmpiuncmace: cnGered anto 
before Union needs to contract for additional gas supplies 
(around 1988) would require the direct purchaser to assume 


the Utility “se demand charge abligatzons tor lePpi. 


Union proposed that the negotiated arrangement 
between it and a direct purchaser be presented to the Board 
for approval during a full rate hearing, prior to the 


conclusion of formal contracts. 


m ) Board Counsel 


Counsel believes that certain advantages would 
accrue to Ontario industries able to make favourable direct 
purchase arrangements. In his opinion, there appeared to be 
no overwhelming reason to prevent the user from making such 
arrangements provided it is prepared to accept the rates 


involved and to keep the utility and its customers "whole". 


Non-Supporters of Direct Purchases 
a) TransCanada PipeLines Limited 


LOPS Se particinatranein the hearing related, solely 


to direct purchases. 


Because of its supply/demand imbalance, TCPL had 
incurred a cumulative take-or-pay obligation to the 
producers in Alberta amounting, as at.the end of 1982, to 
some $2.3 billion which the company was able to finance by 
means of the TOPGAS agreement. The terms of that agreement 
allow TCPL to reduce its take-or-pay obligation to the 
lesser of 60 percent of its minimum 1981/82 contract year 


levels olewonperoentaotethe current year obligation level. 


However, TCPL continues to incur take-or-pay deficiencies 
which: wills amoUnt™to®somes$On4ebillionsforeigsoee ICP teas 
committed by contracts with Alberta gas producers to use its 
best efforts to maintain and expand its markets for the 
benefit of those producers. In order to accommodate a 
direct purchaser, TCPL would have to reduce its sales 
volumes to utilities and therefore its purchases from 
Alberta producers. In view of its contractual commitments 
to the producers, TCPL contends thatiiit cannot voluntarily 
Give up any part of its market. Because its contracts with 
Che utilities musteremain 1ntacowsleelemarncainSs. t hate 
cannot forgo or release demand charges payable by the 
utilities. s' TGPLastated that 1t 1s not awaresofvanyelaweor 
agency .Lhabl)can’require sit jUo amendm! usmconerarcusmagainisc 
its. wishes. On the other hand, it acknowledged that the NEB 
would probably not allow it to collect demand charges twice 
for the same volume, once from the utility and once from the 


direct .purchaser. 


The company referred to a letter dated August 3, 
1278S (Exhibit 23.1.20 Anetbe shearing. trometne NEB in which 
that. Board states, in tTespect of direct, purchase volumes 
which would otherwise be purchased by the utilities from 
PCR, Chat bneseo ara is of the opinion that the variation 
of the gas volumes specified in CD contracts is a matter for 


negotiation between the parties to those contracts." TCPL 


regards this letter as evidence that the NEB will not direct 
TCPL to amend its sales contracts with utilities and 
transfer the utilities' CD obligations under those contracts 


to direct purchasers. 


The company also referred to Section 59(2) of the 


NEB Act, which states: 

ieee boarderinayiMmmys Order, Pon esuch terms ~ and 

conditions as it may specify in the order, require 

a company operating a pipeline ror the 

transmission of gas to receive, transport and 

deliver gas offered by a person for transmission 

by means of the pipeline." 

Having regard to the obligation conferred upon 

TCPL by this section and the potential requirement implied 
by direct purchase arrangements, the NEB, at [TCPL's request, 
amended its T-service tariff so that any entity can qualify 
for, I-service if 1t meets all the conditions and is 
creditworthy. Moreover, the NEB can order TCPL to transport 


another entity's gas in the absence of an agreement between 


TCPL and the direct purchaser. 


The company is opposed to direct purchases, 
implicitly for so long as its oversupply position lasts, 
ise. ot eveaspainrilethesend of thisstecade.. “In any event, 
Le Maintains that woite the: aime of darect purchases 1s) the 


resolution of problems that are in fact current pricing 
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problems, the best method of resolving them would be the 


implementation of a market-oriented gas pricing mechanism. 


b ) Dome Petroleum Limited 


Dome was a shareholder in ITCPL at the time of the 
hearing and a major gas supplier. It opposed direct 
purchases on several gqrounds-pakicrsy, it snotedathatmauntario 
industries may be required to invest large sums in producing 
properties, which they may ill afford. Second, direct 
purchases would displace volumes currently serving the 
Ontario market with serious consequences for TCPL's 
take-or-pay arrangements and the financial viability of 
PROGUCETS COGLralLCdRLO SUR Cd tele rimaer ed USEC uo 
relieve the utilities of demand charges applicable to 
volumes displaced by direct purchase arrangements, the 
charges would have to be recovered from the remaining 


CUSPOMerS. Of sc er U tamieL cya. 


Dome believed that the needs of Ontario industry 
could bést pe met. Dy meancmolsaneaopropriaves pr cing 


mechanism, and it was the only participant to make a 


specifile proposal onvgqassoruiciog. 


Under Dome's proposal discounts would be offered 
by Alberta primarily to interruptible gas customers and 
later! to alleindustraalsusercearan tl wehemtinesofasubmat cing 


their original proposal in June 1983, Dome expected that 


there would be an increase in the Alberta Border Price on 
August 1, 0888, sandacne hebriuary Lo 19B 4 Lhe .company 
proposed that such increases should be in the form of fixed 
charges. muted to. |CEl ar winker daily contract obligation. 
Dome proposed that on August 1, 1983 Alberta should offer an 
incentive discount of 50¢/million Btu for "qualified" 
interruptible sales in excess of 90 percent of the volumes 
taken by each Ontario utility in the 12 months ending 

July 31, 1983. "Qualified sales" would be those made by the 
utility-under-—a-special-interruptible rate’ priced no higher 
than the equivalent heavy fuel oil price. Dome's proposal 
also included a reduction by the utilities in rates to the 
Affected Industries by 50¢/million Btu and the elimination 
of the Natural Gas and Gas Liquids Tax and the Canadian 
Ownership Special Charge from rates to the Affected 


Industries. 


In a second step to be effective February 1, 1984, 
Dome proposed that the Alberta discount would be increased 
to 75¢/million Btu for all industrial sales in excess of 
75 percent’ of the’ base period volumes.) Theedistributors 
would also increase their discount to the Affected 
Industries to 75¢/million Btu and to all industrial 


customers by 30¢/million Btu. 


Dome's witness at the hearing suggested that both 


steps would likely be combined into one, presumably as a 


result of the amending agreement dated June 30, 1983, 


between the Federal and Alberta Governments. He stated that 
Dome's proposal had been discussed with agencies of those 


governments. 


c ) The Consumers' Gas Company Ltd. 


Consumers’ opposed direct purchasing especially in 
the current oversupply position. In its view, the current 
system is working well and should not be altered. It 
contended that direct purchases would aggravate ICPL's 
take-or-pay position and suggested that if TCPL's volumes 
decline, its cost of raising capital may rise. Furthermore, 
Consumers' suggested that the present inclusion in the 
Alberta Cost of Service of the carrying costs on the money 
raised to pay for TCPL's accrued take-or-pay obligations, 
could conceivably be rejected by the Alberta Government. 
This and other financial aspects could lead to higher costs 
for the end consumer. Consumers' also referred to the 
utilities' additional costs if the problem of transferring 
demand charges to the direct purchaser is not resolved; in 


that case they too would have to be borne by all end users. 


Among other problems cited by the company in 
Opposing direct purchases were the cost of unnecessarily 
connecting up new gas reserves in Alberta, administrative 


inefficiencies, thergreater security of fsupplyernneres tern 


the current system and the likelihood of others wishing to 
participate in direct purchasing, including the three 


Ontario utilities themselves. 


The company sees the cause of present problems 
faced by industrial users as the inflexibility of the 


Alberta Border Price. 


d) Northern and Central Gas Corporation Limited 


Northern believes that direct purchases would 
cause a Significant disruption of the traditional pattern in 
the natural gas transmission and distribution systems by 
making gas supply contracting generally far more difficult 
for the distribution companies. Northern drew attention to 
the. potential for increased costs of financing for both 
itself and TCPL. Other increased administration costs were 
foreseen for both companies in co-ordinating supply and 
demand. As well, Northern expressed concern about the 
SECuULiLy Of supply to Uncario.  Mayor=concerns included the 
treatment of demand costs in the utilities' contracts with 
JCPE So thetcontexteofedirectspurchasencontracts, and, the 
adverse effect of direct purchasing on TCPL's take-or-pay 
problems. While offering no solution, Northern (like some 
other participants) also found it difficult to see how this 


Board would determine the sequence of supply to the same 


industrial markets, i.e. as between the utilities and the 


industries themselves as direct purchasers. 


The company also drew attention to the indications 
that direct purchasers may be unwilling to contract with 
TCPL for the same long-term periods as the utilities, whose 
contracts extend generally to 1995. The demand cost burdens 
under existing utility contracts with TCPL would not, 


therefore, be completely assumed by the direct purchasers. 


The company believes some form of action other 
than direct purchases is required to deal with industry's 


plight. 


Participants Without a Stated Position 


The following parties to the hearing took no 
position on direct purchases: 
a) Urban Development Institute - Apartment Group, 
b ) Canterra Energy Ltd., 
c) Petro-Canada Exploration Inc., 


d ) NOVA, an Alberta Corporation, 


e) Inter-City Gas Corporation. 
Views of the Board on Direct Purchase Arrangements 


A number of the companies supporting direct 
purchases which participated in the hearing have been active 
directly or indirectly in gas exploration for some time. 


Even those companies must develop their proposals more fully 


before they can be assessed completely. In some cases, it 
was stated that further development awaited the outcome of 
this hearinge4- Consequently, 1t*is not possible for all the 
effects of direct purchase proposals to be foreseen at this 
stage. Our assessment of the effects of such proposals as 


were presented at the hearing has necessarily been limited. 


In essence, direct purchasing requires the 


purchaser or associate to take all the following steps: 


- to acquire an interest in Alberta gas production either 
by investment in exploration or by purchase of existing 
reserves. An alternative suggested at the hearing, 
though somewhat vaguely, was a simple direct purchase 
with a producer of gas giving the purchaser a financial 


consideration in exchange for a guaranteed market; 


~ to obtain from the Alberta Government a permit for the 
removal of the gas from that province, or access to an 


Sxrsting permiu tnat as now fully "dtilized: 


~ TGORCOnt rac ew itoeLorL Oorm Dransportation of “the gas to 


Ontario; 


- wo CUNUTaCtewiliy the appropriate Ontario “utility *for 
transmission of the gas from the point of 
mcerconnection With" 1CPE* to "the *purchage rs “plane. 
This could be effected-"either by sale’ to ‘the utility 
and re-purchase of the gas with a mark-up for the 
utility or by transportation service provided for a 


suitable fee. 


Gas leaving Alberta under direct purchase 


arrangements would be subject to the ABP. As an owner of 
the gas the direct purchaser would be entitled to any 
production profit, which would strengthen the purchaser's 
overall corporate Financial posminon. [his profit stream 
could, but would not necessarily, be set against the direct 
purchaser 8s (costiofegqasidelivereditoimm s pilanwea ni Ontario. 
The direct purchaser would, in effect, be using its own gas 
rather than another's. The benefits of these arrangements 
were estimated in the hearing at between Cdn. $0.50 and 

ot. G0 Der Moy an oo of production proceeds that could 
theoretically be applied to reduce the gas costs of direct 
purchases in Ontario. It was the proponents' view that 
transportation and distribution costs under direct purchase 
arrangements would be substantially the same as under 


current arrangements. 


Some participants saw direct purchases as a means 
to introduce "market responsiveness" into the existing 
pricing system. In an unregulated market, relatively 
short-term factors are reflected in current prices. 

However, the present structure of the gas supply industry is 
not conducive to the degree of flexibility normally 
associated with short-term market response. The following 
is an outline of the major components of the present 


structure: 


i) The removal of gas from Alberta is subject to an 
application and permit process designed chiefly to 
identify the volumes of gas as surplus to 
Alberta's own requirements for the ensuing 


25 years. 


i iui cCRs 's,.conir acts wath Alberta »producersitfar gas 
permitted to be removed are traditionally 
long-term (20 years) and subject to take-or-pay 


provisions. 


iii) Prices applicable to gas leaving Alberta have been 
decreed under Alberta/Federal Government 
agreements since 1975, and gas cannot be sold at 


lower prices. 


iv) TCPL's transmission tariffs are regulated by the 


NEB. 


v) Ontario utilities have traditionally entered into 
long-term (20-year) contracts with TCPL, and the 


utilities' rates are regulated by this Board. 


All tne elements of, gas. supply, are therefore 
controlled to a high degree and are designed for long-term 
stability. Market responsiveness implies reacting to upward 
as well as downward pressure, and the current system can 
accommodate higher market demands for gas and higher market 
values relatively easily. However, difficulties arise in 


the reverse situation, now being experienced, where market 


values are lower than decreed prices and current demands for 


gas are lower than the volumes committed to be purchased by 


TCPL under long-term arrangements. 


We believe that the degree of market 
responsiveness that can be expected from direct purchases 
would be limited to a small measure of control over 
long-term gas costs made possible by the availability of 
funds generated from prodtictionyprofits. Short-term market 
reSpOonsliVeness Ws UherelOre note likelValLoOeresult. [rom darect 
purchases by the Affected Industries, particularly if only 
they are involved. The estimated present demand of the 
three ammonia companies and Inco (feedstock use only) is 
approximately 25.5) Bel per year. WIL thee COomoLerion (ot 
€-I-L's and Sunoco"s new plants, the Affected Industries: 
annual demand will become 4055-427. 5 Bets Ihe, cumrent ,Lotal 
Ontario natural gas demand is approximately 6/70 Bcf per 


year. 


The continued existence of the present regulatory 


structure was.generally recognized during the hearing, and 


there was no expressed expectation that its decreed and 
administered aspects would be altered in the foreseeable 


Htiietire. 


Any rationalization of the market, in terms of 
closer links between producer and user, would effectively be 


a private matter. On the assumption that administered 


prices and regulated charges would continue, there is little 
likelihood of any influence on natural gas pricing from 


direct purchases. 


The need for a degree of short-term flexibility - 
particularly in the pricing of natural gas for industrial 
uses - remains, but we see this as a separate question from 
direct purchasing with its long-term objectives. Moreover, 
the introduction of price flexibility for industry would not 
necessarily be followed automatically by a diminution of 
interest in direct purchasing. They are not substitutes and 


can coexist. 


Because of the lead time required to acquire 
access to gas resources in Alberta, to secure a gas removal 
permit from the Alberta Government and to develop 
appropriate arrangements with TCPL and the Ontario utility 
involved, direct purchasing - if developed - must be 
regarded as a long-term strategy and not as a short-term 
tactic for immediate relief. In other words, the investment 
in Alberta with the intention of acquiring one's own gas 
would be seen as an attractive business decision for the 
long term regardless of any immediate problem of gas 
pricing. Furthermore, the eventual return to higher overall 
demand levels for gas in Alberta in no way vitiates the 


prior investment of a direct purchaser. 


The evidence suggests that a bare minimum of 
18 months would be required before all the mechanisms could 
be in place. In practice, “a’much longer period may be 
necessary. Then, depending on the individual arrangement to 
acquire access’ to gas reserves, Several additional years may 
be required* for the investment to become profitable. ~ In= any 
event ot heltpriot Csstot sproducuronsmay vary, SO) Cia. the 
theoretical ec Rreeir one thielusem secosted ) sac Mmyealso Vary. 
Profits of production may not necessarily be employed 
directly to reduce the user's gas costs in Ontario to 
improve competitiveness. However, in our view, the 
additional funds would strengthen a direct purchaser 
corporately and would better enable it to compete in its 
Ont'atiosmwarket/ rn the: long term. ara this erable wit to cope 


with theyoyclicalvaspects of "tnat marker. 


In OUT GQpinion, 1t should not. bemascumeds cna: 
direct purchases would lead automatically to increased 
Chroughput iam the [CPL aang Ontario utGiwlat vests yccens eee OL 
that to occur the consumers of other fuels would have to be 
led to switch. to natural gas by the appeal of direct 


purchases as a long-term business decision. 


Large investments may be needed to acquire access 
to gas reserves, which may be a greater impediment to one 


gas user (whether an Affected Industry or not) than another. 


Under direct) purchase the different contractual 
arrangements involved would have an impact on the Affected 
Industries. At present the Affected Industries have 
relatively short contracts with their supplying gas 
utilities, which in turn have relatively long-term contracts 
Wathewee lL jethberutiguties have stated that: they, would 
require long-term contracts with the Affected Industries 
under direct purchase. While some extension over the 
current relatively short-term contracts may be justified 
under the changed arrangements, a jump to the 20-year 
contract length which is typical between the utilities and 


TCPL. would’ not™ appear tio’ be” called’ for. 


TCPL claims that the volumes which it is committed 
to buy from Alberta producers under long-term contracts 
reflect the Ontario gas distributors’ forecast needs, 
including those of the Affected Industries. Since 1976, 
TCPL has been in an oversupply position brought about by 
declining demand, largely in the export market, by increased 
supply resulting from the rise in administered price levels 
Since 1975 and the nature of its contractual commitments to 
gas producers. Under such circumstances, direct purchases 
by Affected Industries would force out volumes of gas which 
TCPL is committed to buy under current contracts with 
producers. In our view, the degree of impact upon TCPL's 


take-or-pay problems, its TOPGAS agreement and the view of 


TCPL taken by the financial community is largely unknown at 


the present time. However, the present gas demand of the 
Affected Industries is a small percentage (less than 

5 percent) of the total Ontario demand and a very much 
smaller percentage of the total demand on Alberta producers 
to whom TCPL is committed. Viewed against the size of 
TCPL's existing substantial take-or-pay problems, it is 
difiGfzcul sto cone ludest nat eunemadauaronal erlece dir eeL 
purchasing by the Affected Industries might have would be 


very Significant. 


TCPL's present long-term contracts with the 
utilities include demand charges, which are essentially 
payments for TCPL capacity dedicated to the utilities' 
needs, whether used or not. Similar provisions would be 
necessary in the contracts between ICPL and the Affected 
Industries as direct purchasers. Since the latter would 
substitute for the former, we would expect that such an 
obligationicould be, in eifect,soransterred. however, [Url 
stated that aty could not volug art lyveg2ver pean part Of 13s 
market, chiefly because it is committed under its existing 
TOPGAS arrangements to sharing its existing markets pro-rata 
among its contracted gas producers. It is also committed to 
uSing its best efforts to expand the existing markets for 
the contracted producers’ benefit. IJCPL claims that its 


ability to negotiate any new TOPGAS arrangement to reflect 


the continuing declining demand may also be impaired. 
Despite* the position a1t*takes, ICPE™1sS> reasonably certain 
that the NEB would prevent it from collecting demand charges 
twice, 126. ftom the Uutiiity’and*tTrom the Affected 
Industries for the same capacity. On the other hand, TCPL 
believes that neither the NEB nor any other authority can 
compel it to amend its contracts - a view not shared by all 
participants. As well, TCPL recognizes that under 

SeECEIOhN IU C2 Of sbhesaNepeAct it can be required to provide 
transportation service for other entities and that an 


appropriate tariff exists. 


We observe that based on TCPL's position direct 
purchases would be impossible until TCPL's massive 
oversupply problem is resolved; on the evidence, this would 
probably not occur before the end of this decade at the 


earliest. 


If TCPL's position is upheld this would indicate, 
in our opinion, that TCPL could block any attempts by new 
Alberta producers and Ontario industries to act in their own 


Interest sie asemhe y perceaves tnem,¢ forimany wears. 


If this seems incredible, it must be borne in mind 
that untal ebout 1976 TCPL had little experience with major 
oversupply. It would appear that, without government 
pressure, TCPL perceived it to be in its interest to develop 


a gas buying and contracting policy which would ensure that 


gas supplies were sufficient to satisfy evergrowing 
demands. Its massive buying power and financial backing 
provided a measure of security to Ontario when there was a 
real likelihood of gas supply shortages. Moreover, TCPL 
makes’ no profits from Chis aeuivity. However, in the light 
of the present conmtractvalecicuactiton in which hCPD minds 
itself, the gas oversupply position which appears likely to 
continue, and the needs of other companies to make business 
decisions in their own interests in such circumstances, we 
may question what benefits stem from TCPL remaining the 
buyer and seller of virtually all the gas moving from 


Alberta to Ontario. 


In our view, there is insufficient hard evidence 
to support TCPL's fears as to the problems likely to arise 
From direct purcNases. We finde ieyditficulrt to accept (that 
no method can be devised for the transfer of demand charges 
from ithe> utilities" (contracts waithe il CPin tot tne direct 
purchasers' contracts with TCPL in such a way that all 
parties' interests can be safeguarded. One would expect 
such matters to be capable of negotiation. Based on the 
Vetter “quoted On Pp. 73 Weave weve slate tien NEReh Gli cm ele 


same view. 


On the evidenceY before Us*werdolinot acceptitthat 
TCPL's present relationship to the Alberta producers and the 


current TOPGAS agreement cannot be changed for years. 


TCPL se "CD contracts with Ontario: utilities do not 
include take-or-pay provisions; these were removed some 
years ago. IJTCPL may consider re-introducing them into 
UtiveLy CUOmmmacCt omit ret Le pUrcChasecabecome a heality.. [he 
effect would be that accurate forecasting by the utilities 


would assume a greater degree of importance. 


The Affected Industries, by undertaking 
longer-term contracts with the utilities than hitherto, as 
well as similar length contracts with TCPL for gas 
transmission, would find themselves as direct purchasers 
assuming greater responsibility, and therefore risk, for 
accurate forecasting of requirements. They would become 
directly responsible for demand charges and, depending on 
their arrangement with the producer, for take-or-pay 


requirements. 


BY reCaduiring, its own gas supply, the direct 
purchaser would automatically assume the risk of supply 
fallire, previous. y Dorne OY the Utility. A direct 
purchaser would have to make its own arrangements for 
back-up supply since it would be irresponsible for it to 
plan to rely on the gas distributor and/or the distributor's 
other customers to support it if its gas supply was 
inadequate, and unreasonable for the utility to be obliged 


to serve in these circumstances. 


The Ontario utilities may incur additional 


expense, although probably not large, in administering their 


contracts with directo purchasers. 


Direct purchase arrangements may require the 
connection of gas reserves in Alberta that are not now 
producing to expanded field gathering systems, and possibly 
also the expansion of the NOVA system. NOVA charges are 
borne by all gassprodiicers Ins AlDe LE aes tinCcemeouday: S 
deliverability capacity more than adequately covers current 
demands, such additional expenditure could be regarded as 
unnecessary. Conceivably this could lead to an increase in 
the ABP. On the other hand, if one takes a very long-term 
view, the outlay on such facilities might be seen as 


advanced spending. 


Some gas producers in Alberta would benefit from 
direct purchases if these lead to'gas resources being 
produced at a higher level than at present. Other producers 
already committed to TCPL would lose market unless they were 
released from those commitments to enable them to compete 


for direct purchase ouvleusc. 


Some of the above considerations, and others of 
concern to the Alberta public interest, would be addressed 
by the Alberta Government agencies upon application being 
made by the direct purchaser or its Alberta affiliate for a 


permit to remove the gas from Alberta. 


Alberta government agencies were not represented 
at the hearing, and no direct statements as to their 
position were made. The participants' views as to the 
likely response from those agencies were not consistent, and 
it is pointless to speculate. We note that approval was 
given in July 1983 to the application of SOQQUIP to remove 
its own natural gas over a 15-year period. But the 
particular circumstances of that application would make it 
UNWISE SF rn aur view, ’to place weight. on the approval as a 


precedent. 


Public Interest Aspects 


A study jointly commissioned by Consolidated 
Natural Gas and Inco was prepared by Foster Research of 
Calgary to consider the economic impact and desirability, 


from Ontario's viewpoint, of direct purchases. 


Two cases were considered to identify lower and 
Upper=-LinLtc-ofe.lbikely netabene fit. Inthe firs t.<case-1t 
was assumed that Ontario industry would acquire 10 Bcf 
annually by direct purchase, displacing an equivalent volume 
supplied by other Alberta producers. In the second case it 
was assumed that the competitive advantage of direct 
purchase would permit an entirely new industrial plant to be 


established in Ontario using 10 Bcf annually. 


The study concludes that, on the assumptions made, 
Ontario benefits would range from approximately $8 million 
to $147 million over a 20-year period, in terms of the 
present value net benefit. The study was prepared for 
illustrative purposes only, and some of the assumptions made 
are debatable. Little weight was placed on the Foster 
study, because a firm proposal would be required for such a 


study to be of real value. 


The ability of the Affected Industries to remain 
in business on a long-term basis in the markets which they 
serve would be enhanced by profitable direct purchases 
undertaken as good business decisions. Based on the 
evidence in this hearing, in our opinion the development of 
successful direct purchase arrangements would be in the 
public interest provided they can be so structured that 
Ontario utilities and their other customers were not 


adversely affected. 


Terms, Conditions and Regulatory or Legislative Provisions 


We look upon direct purchases as inherently 
long-term arrangements involving from long-term commitments 
to invest in Alberta gas reserves for the purchaser's own 
use. It follows that the arrangements with TCPL and the 


utilities should reflect this long-term aspect. 


As a general principle, any distinguishable costs 
incurred by the Ontario utility as a consequence of direct 


purchases should be borne by the direct purchaser. 


Specifically, the utilities' demand charge 
obligations must be identified and contractually transferred 
tothe, direct. puccnhasers for the remaining [ite of the 
Us iestacoreraGueawiteneatCPi. “hee utilities -should no 


longer be responsible for the direct purchaser's forecast of 


gas needs, and the utilities" risks would be decreased on 


that account. 


Direct purchasers must contract for back-up 
Suppbiecmiaqmcover tUhesrisk of failure from their primary 


sources. 


As we see it, the utility would normally buy the 
gas from the direct purchaser at the Ontario connection with 
TCPL and resell it to the direct purchaser delivered to the 
latter's Ontario plants, earning a mark-up similar to that 
which it would otherwise earn. No legislative changes would 
be required for contracts entered into voluntarily. 

However, amendments to the Ontario Energy Board Act may be 
required to give the Board the power to fully implement 


direct purchases. 


The direct purchaser would contract with TCPL for 
transmission service using TCPL's T-Service tariff either by 


[ree negotvation witte VCPL or by order of the NEB. 


If the direct purchaser desired to revert to 


regular customer status at the end of the contract with the 
utility, this should be a matter for free negotiation of a 
supply contract with the utility, as if the applicant were a 


new customer. 


All arrangements between the utilities and the 
direct purchasers concerning natural gas to be delivered for 
use in Ontario would be the subject to the approval of this 
Board on the assumption that all other legislative and 


regulatory requirements had been met. 


No distinction should be made between incremental 
and existing volumes in terms of eligibility for direct 
purchases. The volumes should be subject only to the direct 
purchaser's business decision, having regard to all the 
circumstances, including the ‘acquisition of gas in Alberta, 


transportation and delivery. 


Precedent-Setting Aspects 


In addition to the Affected Industries, Dow 


Chemical supported direct purchasing. 


Dow Chemical ts a large-volume user of natural 
gas, taking! approximately W/-oe Refs per year into ts 
petrochemical plant at Sarnia, and probably will want to 


make a direct purchase arrangement. 


Fears were expressed by some opponents of direct 
purchasing that, once allowed, there would be a flood of 
applicants for direct purchase arrangements. However, the 
only 1ndustriglwsers sof gas represented at the hearing were 
the Affected Industries and Dow. Their combined gas 
requirements would total 58-60 Bcf/year when C-I-L's 


expansion and the Sunoco addition are completed. 


Some participants argued that entities such as 
school boards and greenhouse operators might band together 
to arrange additional direct purchases. Others felt that 
the benefits of direct purchasing would induce other energy 
users to switch to gas, thereby having a positive effect on 
gas demand overall. Estimates of the potential volume of 
gas that might be the subject of direct purchases by 
industry in Ontario ranged from 100 to 200 Bcf/year, or some 


15 to 30 percent of present total Ontario usage. 


We believe that direct purchasing should be a 
mechanism open to all, but that in practice only relatively 
large industries with high demands and high load factors are 
likely to be interested in making the long-term commitment 


to the investment and contractual obligations required. 


Apart from industrial users, it is possible that 
eventually the three major Ontario utilities, all of which 
have affiliates active in Alberta exploration, would wish to 


bring their 'own' gas into Ontario. This would mean that 


essentially all gas moved from Alberta to Ontario would then 
become the subject of direct purchases. It should be noted 
that: if extra-provincetalerxoloratnonet Ss NOtean UNC ca oOmeon 
the utility regulated by this Board or is not directly 
carried out by the utility, thesbenefics of the dtrlicy 3s 
extra-provincial production profits would not necessarily 


flow to the Ontario customers. 


Furthermore, market responsiveness in official 
pricing wwould probably sinprovVes team LalgespelCent adeno rf 


Ontario requirements was the subject of direct purchases. 


As for the Ontario utilities competing with direct 
purchasers, it would appear to us to be acceptable that the 
direct purchaser, being also an industrial user, should 
strive to maximize the use of its own gas in its own 
facility, leaving any balance to be the subject of a 


negotiated purchase from the utility. 


If direct purchasing of natural gas became common, 
the role of TCPL would change considerably: it would be 
less ,of,a,;purchaser than ayvtransmitter ofvaas and, to the 
extent that direct purchasers assumed responsibility for 
their own demands, the problems of forecasting gas demands 
would be reduced for TCPL. Such a change may be beneficial 
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Summary 
We therefore report as follows: 
Components of Direct Purchases 


- Direct purchasing would require the Ontario industrial 


purchaser: 
- to acquire an interest in Alberta gas production, 


- to obtain a permit to remove the qas from 


Alberta, or obtain access to an existing permit, 


- to contract with TCPL for transmission service to 


move the gas from Alberta to Ontario, 


- to contract with the Ontario utility for movement 
of the gas within Ontario to the purchaser's 


plant. 


Benefits 


- The benefit of direct purchases lies in the potential 
Production Dro mitomaccruingecomthe direct purchaser as 
an equity owner in gas production in Alberta; since gas 
prices will probably not be affected, other Ontario 


Gas purchasers will not benefit directly. 


- Some gas producers in Alberta could benefit from direct 


purchases while others could lose. Some additional 


expenses may be added to the Alberta Cost of Service. 


However, such matters would come before Alberta 
Government agencies, the position of which on these 


matters is at present unknown. 


Direct purchases by any large-scale gas users, not 
merely feedstock users, are seen by us as useful 
commercial measures capable of strengthening Ontario 
industry and, as such, would be in the public interest 
provided Ontario utilities and their other customers 
are not disadvantaged. Each case should be considered 
on its merits by the Ontario Energy Board at normal 


rate hearings or such other time as is appropriate. 


Direct purchases are long-term strategies, not 


short-term measures for immediate benefits. 


Investment and Time Required 


Large investments may be required, which may be more 


burdensome to some than others. 


A minimum of 18 months would probably be required to 
sebasiicn the direct purchase mechanisms. In addition, 
several years may be required to pay out a successful 
investment in Alberta before profits would be available 
as a benefit to the™User-in OUntario. Those Ontario 
industries which have already invested in gas reserves 
in Alberta would possibly have some advantage over 


newcomers. 


ee A eee 


Effect on Gas Demand 


There is little likelihood of a large increase in 


overall gas demand for use in Ontario as a result of 


direct purchases. 
Possible Problem Areas 


There are two important matters that may require 


resolution before progress can be made in direct 


purchases: 


(ei) the transfer to the direct purchasers of the 
Ontario utilities' demand charge obligations to 


MGR 


(ii) the establishment by TCPL with its contracted 
producers in Alberta (and perhaps with TOPGAS) of 
the extent to which volume offtake obligations 
can be reduced, in order to facilitate direct 


purchases. 


Forecasts and Security of Supply 


ame eSe SSE 


Direct purchasers, as contractors with TCPL, would 
assume greater responsibility and risk for accurate 
forecasting and would be totally responsible for their 


own back-up supplies. 


Eligibility 


- Direct purchases should be available to all large-scale 
natural gas purchasers who wish to make the investment 
and take the risks without distinction as to whether 
the gas volumes concerned are new, included in existing 


forecast demands or incremental. 


In favouring direct purchases in principle, we 
have assumed that the proponents would be able to arrange 


for, among other things: 


~ access to gas reserves in, and their unfettered removal 


from, Alberta; 


- transportation to the direct purchasers' plants in 
Ontario in such a manner that the Ontario utilities and 


their other customers are not disadvantaged; 


- adequate day-to-day gas supply and adequate back-up gas 


supply to cover unforeseen contingencies. 


Reference was made at theshearangs LoUtnempossipilicty that 
direct purchase might have some adverse effect on security 
of gas supply, but there was little discussion on it. We do 
not regard this as a major possibility. However, when a 
direct purchaser commits itself to arrange and be 
accountable for secure gas supplies as a normal business 
decision, one of the options facing the direct purchaser in 
the event of an unexpected failure in its gas supply 


arrangements (i.e. outside a province-wide general shortage) 


would be to cut back or shut down its Ontario plant during 
the period of shortage. Having assumed the risks of its own 
gas supply, similar to arrangements made by industry for the 
procurement of raw material necessary for its operations, 
the direct purchaser would have no right to expect support 
from the utility. In considering back-up supply 
arrangements to cover contingencies, direct purchasers might 
alsqawishbtuouconsiderscontracting.with the.utilities,for 
access to gas supplies maintained by the utilities as 
"surplus", with the cost of such arrangements to be borne by 
the direct purchasers, not by the utilities' other 
customers. 

SuUDSeCLIOn | ofesection 42,.found.in, Part Il of 
the Act which relates to Gas Priorities and allocation 
Saltese lO patie livdis oa AO oPerson.eexcept..4. distributor, 
shall use gas in Ontario that has not been acquired from a 
distributor." Part II has not been proclaimed; however, on 
proclamation it would frustrate any direct purchase scheme 
which did not envisage a purchase of the gas from the 
distributor as part of the scheme. To accommodate proposed 
direct purchases, subsection 1 of section 42 would have to 
be amended. The Board is also concerned that in a time of 
gas shortage in the province the direct purchaser should be 
subject .ta.the allocation._plan as provided in Part II_of the 


Act. Again, some provision would have to be made to ensure 


that all gas supplies entering the Province, including those 
under direct purchase arrangements, would be subject to the 


allocation plan. 


We recognize that, if government accepts direct 
purchasing as a principle, large industrial gas users may 
wish sometime in the future to locate their operations in 
Ontario in’ a manner inconsistent with the present dtility 
distribution network. For example, it is conceivable that 
the economic advantages of direct purchasing may lead such a 
user to wish to locate at a point adjacent to the existing 
TCPL line, to which the user's plant would be connected by 
its own supply line. 

There was no evidence at the hearing that such a 
step is planned, or even contemplated, by any present 
industrial user. Nevertheless, it is as well to consider 
this as a possibility that could have an impact on the 
utility currently serving that user or, in the case of a new 


industry, the utility whichewould expectseco serve Tt. 


The many possible questions that could arise 


cannot be answered now. However, we believe that the 


following should be borne in mind: 


i) Such developments, while involving large users of gas, 
are likely to be small in number. It can be expected 
that they will arise from business decisions which, in 


themselves, are likely to be beneficial to Ontario. 


ii) 


Td) 


iv) 


va 


Such developments are unlikely to arise soon. Apart 
from other considerations, such as the general state of 
the economy, the development of a specific direct 
purchase arrangement is likely to take considerable 
time - as stated elsewhere, long enough to be reflected 


in a utility's forward planning. 


Other developments may occur which will mitigate the 
effect on a utility of such a move on the part of an 


industrial user. 


The economic benefits of industrial developments based 
on direct purchases may well outweigh any 


disadvantages. 


Any proposal to receive gas directly from TCPL should 
always be subject to the approval of this Board. The 
approval process would take into account the interests 


Of= tne atfeeted Wlility and “tts customers’. 


Recommendations of the Board 


That direct purchasing of natural gas, regardless of end use, by 


any Ontario user be endorsed by the Government of Ontario as being 


in the long-term public interest, provided the interests of the 


Ontario utilities and their customers can be protected. 


In making this recommendation, the Board assumes 
that such arrangements can be properly constructed to 
protect the interests of others. There is some uncertainty 
at this time because firm proposals have yet to be 
formulated and we have been called upon to weigh the balance 
of largely unknown effects. Much negotiation remains to be 
accomplished by the proponents of direct purchasing. In 
making this recommendation we do so in the belief that the 
proponents will, upon endorsement by the Ontario Government, 
investigate thoroughly all aspects involved in direct 
purchasing with the objective of commencing formal 


negotiations as soon as possible. 


That the Government of Ontario give consideration to amending the 


Ontario Energy Board Act as required to fully implement direct 


purchases. 


That the Government of Ontario give consideration to supporting the 
proponents of direct purchasing before the relevant regulatory 


bodies in other jurisdictions. 


That the Ontario Energy Board be authorized to receive and review 
in public rate hearings or such other time as is appropriate any 
proposed direct purchase arrangements concerning natural gas to be 
delivered for use in Ontario, with the objective of approving such 
arrangements if, in the opinion of the Board, they were in the 
public interest and adequately protect the interests of other 


parties in Ontario. 


DISPARITY IN PRICES AND RATES AND THE 
DESIRABILITY OF A COMMON FEEDSTOCK RATE 


The fourth matter directed to the Board's 
attention concerned any disparity in prices and rates among 
the Ontario utilities for gas supplied to the Affected 
Industries and the desirability of introducing a common rate 


across Ontario for gas used as a feedstock. 


Disparity in Prices and Rates 


From 1965 to 1980, C-I-L's average unit gas cost 
was the lowest of the three ammonia producers. In 1981 its 
costs were equal to those of Nitrochem. In 1982 Nitrochem 
had the lowest unit cost and Cyanamid the highest, while in 
1983 C-I-L had the highest unit cost (see Table 1, prepared 


by Cyanamid). 


As between Cyanamid and Nitrochem, the rates to 
Cyanamid were lower than or equal to Nitrochem's during the 
Periods l96o,chrough 1975. [hereafter, with the exception of 
1980, Nitrochem's rates have been lower than or equal to 


Cyanamid's. 


An analysis performed by Cyanamid's witness 
Mr. Larson (see Table 2) shows that during the period from 
January 1981 through May 1983, on a monthly basis, Nitrochem 


consistently had the lowest average unit cost of gas more 


Table ‘1 

EOMPARISON 

AVERAGE UNIT COST OF GAS 

1965-1983 

($ per Mcf) 
Cyanamid Nitrochem C-I-L 
ieNets Wes BASS) 0.46 
1966 thersx72 tees 0.46 
19 69 ihe dy 0.4 0.46 
1968 B) cs are Oe 0.46 
1969 0.54 0.54 0.46 
TAG BY is ee 0.46 
ita 0755 Ols 3¥s: 0.46 
LEZ Dhaene, ODD 0.45 
Pelee) Oa, Oe Usa 
1974 0.66 0.68 Olor) 
fi CAS) Dees 0.98 0.85 
1996 1.46 1% 453 1434 
NLT, 169 iota! pele 
19 FS ZO Janu O ache 
192 Zee tesa, Zewileet 
1980 farsi: oA Ae) Leathe) 
TABI Ds > ule Sat) a 
T9IBZ 4.08 Bestel Stas Ae: 
19893 4.41 Wald 4.47 

Source - Argument of Cyanamid 
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1 1981 Jan 

2 Feb 

3 Mar 

4 Apr 

5 May 

6 June 
Hh, July 
8 Aug 

9 Sept 
10 Oct 

11 Nov 

a2 Dec 

(6) A282 Jan 

14 Feb 

a2 Mar 

16 Apr 

17 May 

18 June 
(ie) July 
20 Aug 

Za 5e pt 
22 Oct 

Lo Nov 

24 Dec 
(&e) 1983 Jan 

26 Feb 

27 Mar 

28 Apr 
far) May 
Notes: 
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COMPARISON 
AVERAGE UNIT COST OF GAS 
BASED ON MONTHLY INVOICES 
JANUARY, 1981 - MAY, 1983 

(¢/M>) ($ per Mcf in brackets) 


Nitrochem! 


10.41 
10.45 
10.41 
10.45 
1.07 
10.94 


11.40 
114,547 
11.51 
11.58 
11.51 
11.54 


11.58 
13.10 
13.34 
1238 


(2.95) 
(2.96) 
(2.95) 
(2.96) 
Sil 2.) 
(3.10) 


(3525) 
(3..25,) 
(3226) 
(3.28) 
(3.26) 
kSie2u 2 


(3.28) 
sent) 
(678) 
(3.79) 
(3.76) 
(3.76) 


(3.80) 
(4.07) 
L4a.47) 
(4.16) 
(4.24) 
(4.24) 


(4.19) 
GAs, 2.5.) 
(4.29) 
(4.32) 
CRS) 


1. Sources=ibx.n 522. 542 oehedule WZ, 
2. Source = Ex.) 5.223, occhedule 2, 
>. Source: =skx 95) 22 2 Schedule <2, 


(Evidence by Mr. C. A. Larson) 


($¢ per Mcf in brackets added by the 


(3.92) 
(3.92) 


ey) 
(3.92) 
Cant) 
(4.29) 
(4.29) 
(4.29) 


(4.29) 
(4.29) 
Caso. 
(4.36) 
(4.45) 


Table 2 


amid? 


Cyan 


(2.89) 
(3.08) 
sce ba 
(3.08) 
C3507) 


(Fad ) 


(3.38) 
(3.39) 
(3.60) 
(3.56) 
(3.49) 
(3.48) 


(3.48) 
(3270) 
Cats) 
(4.04) 
(4.04) 
(4.05) 


(4.05) 
(4.06) 
(4.71) 
(4.45) 
(4.34) 
(4.42) 


(4.43) 
(4.45) 
(4.46) 
(4.46) 
(4.40) 


often than the other two ammonia producers and Cyanamid had 


the highest. However, the table shows that during this 
period each ammonia producer had the lowest rate and the 


highest rate at least) twice. 


According to final exhibits provided by each 
ammonia producer, the average cost of /gas in 1983 to C-I-L 
will be $4.47/Mcf, to Cyanamid $4.41/Mcf and to Nitrochem 


$4.29/Mcf. 


All three-major Ontario utilities use fully 
allocated costs as a basis for rate setting. No rates are 
set on the basis of a cost separation study. Some 
differences in rates can be attributed to differences in the 
cost of serving customer classes. Each ammonia producer 
stated that he was prepared to pay the cost to serve him. 
However, historically there has been a continuing dispute 
with the utilities on the appropriate costs to be allocated 
to each ammonia producer, as well as on the cost allocation 


techniques themselves. 


In order*to assist the Board ine renoremiqion the 
nature, extent and causes of any disparity in prices and 
rates among the Ontario distribution utilities for natural 
gas, the Board retained Industrial Economics, Incorporated 
("TEc."), to compare and contrast the°cost allocation 
methodologies employed by Ontario's three major gas 


distributors. In particular IEc. was asked to review how 


costs are allocated to large industrial firm customers, 
including the ammonia producers. IEc. was not asked to 
evaluate the appropriateness of the particular cost 


allocation methods used by each distributor. 


Aside from being gas distributors, the three 
utilities are not identical. Some of the major differences 
in size and nature of each utility system identified by 


lec, ares 


- residential sales as a percentage of total sales volume 
are 29 percent for Consumers', 13 percent for Northern, 


and slightly below 20 percent for Union; 


- large firm industrial sales as a percentage of total 
sales volume are 10 percent for Consumers', 43 percent 


for Northern and 21 percent for Union; 


~ interruptible sales comprise some 25 percent of total 


sates svolumeyforseachsutilit ys 


~ storage comprises some 23 percent of Union's rate base, 
18 percent of Consumers' and a very small percentage of 


Northern's; 


~ distribution facilities comprise some 85 percent of 
Northern's rate base, 55 percent of Consumers" and 


49 percent of Union's; 


- Northern has no transmission facilities identified as 
such, while Union has an extensive transmission 


system. Consumers' also has transmission facilities; 


~ Consumers' rate base is 60 percent larger than Union's 


and five times the size of Northern's; 


~ for Northern, 94 percent of total operating and 
maintenance costs are gas supply costs, for Consumers' 


and Union the percentage is 92 percent. 


Given the last statistic, IEc. observed that it 
was not surprising that the allocation of gas costs to 
customer classes will have the predominant effect on the 


fully allocated costs for these classes. 


IEc. chose the "1982 test year" as the period for 
its analysis. It relied on cost allocation studies prepared 
by each utility and filed with the Board for rate-making 
purposes. Jo make the studies comparable, adjustments were 
required. The adjustments were not questioned by the 


utilities or by the Affected Industries. 


Union allocates all gas supply costs as variable 
or commodity costs. Both Consumers' and Northern allocate a 
portion of these costs to demand charges and the rest to 
what IEc. called "a winter commodity surcharge". All three 
utilities allocate the variable or commodity costs to 
charges based upon the volumes of gas sold to each customer 
class. Consumers' and Northern allocate demand charges 
based on firm customers' peak demand. No demand charges are 
allocated to interruptible customers. Both Northern and 


Consumers' allocate the winter commodity surcharge to 


customer classes on the basis of volumes of gas consumed in 


the winter period. 


IEc. found that these differences in 
classification: among the utilaties:could result ina 
difference of over 8 percent in gas supply costs allocated 
Co sonsinens!sifiarm andustrial customers. ~ Smaller 
differences in allocated costs to firm industrial customers 


could result for the other two utilities - less than 


4 percent for Union and less than 1 percent for Northern. 


The differences arising from different methods of 
classifying and allocating storage, transmission, 


distribution and other costs were not significant. 


Overall, IEc.'s analysis showed that whatever 
method of classification and cost allocation is applied by 
Northern, the result for its large industrial firm customers 
was almost identical in 1982. In the case of Consumers', 
the difference in the underlying cost allocation methods 
could produce as much as 6.7) percent difference; for Union 
the difference, depending on the method, could be as much as 


Zou percentx 


In addition to the Board-commissioned study, 
Mr. Larson, appearing on behalf of Cyanamid, also reviewed 
the rates to the three ammonia producers in Exhibit 3.2.3, 
although his evidence related more to the appropriate level 


of rates as opposed to the disparity among the three 


utilities. He examined gas costs, distribution costs which 


he had extrapolated from cost separation studies he had 
prepared in earlier hearings before the Board, and 
"mark-up", which was the difference between the cost to the 
distributor and the rate to the customer. It should be 
noted that by Mr. Uarson's definition, “distribution costs" 
are only the actual costs incurred in directly serving the 
particular ammonia producer. Jhis contrasts with fully 
allocated costs, which include system-wide costs such as 
storage costs and transmission costs, which are used by the 
utilities for rate-making purposes. Mr. Larson concluded 
that gas costs and his distribution costs did not explain 
the rate differentials which™resultein Prater dwspari tyage His 
analysis showed that the mark-up was the same for C-I-L and 


Cyanamid and lower for Nitrochem. 


The’ findings’ of ITEc. were not’ disputed by the 
ammonia producers or the utilities. Board Counsel submitted 
that the evidence did not show that any one feedstock 
customer suf ferea? tinigue lyst rome a) daspariuynine gas) costs. 

He suggested cher the, difterent: methods, usedy by, eachs uta] ity 
to classify gas supply costs could be justified by the 
dpfiferent characterisvrics of stnesttu1licy. Citing = 1n 
particular storage capability. However, since it appears 
that classification of gas supply costs was the key 


difference, he recommended that the Board closely review the 


classification of gas supply costs in the next rate 


proceeding for each of the three utilities. 


With reference to Mr. Larson's evidence Board 

Counsel, citing several earlier Board decisions, pointed out 
that the Board had rejected cost separation studies, which 
attempt to segregate and cost out separately the utility 
plant used for an individual customer, as a useful basis for 
rate-setting. He submitted that evidence in this hearing 
did not justify, on the grounds of equity, a departure from 
traditional cost-related rates. In this regard Northern 


took essentially the same position. 


Cyanamid argued that the methods of classifying 
gas supply costs used by Consumers' and Union penalized the 
high load factor customer with large volumes and said that 
Northern's method is more appropriate. Cyanamid also 


encouraged a review of the methodology used. 


Cyanamid continued to argue that the results of 
the cost separation studies performed by Mr. Larson should 
be used for rate-setting purposes and that feedstock users 
should be relieved of paying for services and facilities 


that they do not use. 


C-I-L noted the disparity in rates during 1983 and 
the projected disparity in 1984 among the three ammonia 
producers and submitted that the disparity between its price 


and the prices paid by Cyanamid and Nitrochem was undue. 
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C-I-L stated that measuring disparity by reference 


to class overcontribution derived from the cost allocation 
study submitted by each utility was inappropriate without 
further adjustment. It accepted that on the basis of gas 
supply costs there might be justification for disparity 
between the price it pays and the price Nitrochem pays, but 
saw no justification for any material disparity between the 


price paid by it and that paid by Cyanamid. 


Finally C-I-L submitted that the major cause for 
the then current disparity between the price paid by it and 
the price paid by Cyanamid was that the Board had recently 
ordered the price paid by Cyanamid to be reduced effective 
May 1, 1983 and that about the same time the Board ordered 
the price paid by Union's Rate 7 customers (C-I-L belongs to 


this class) to be increased. 


Nitrochem concluded that it was difficult to tell 
the extent to which ‘the difference: in price among the three 
ammonia producers over time had related to differences in 
CUISitat a = lu SOeveer es cost-based rates as determined by Mr. 
Larson's cost separation studies. However Nitrochem 
emphasized, following upon the evidence of their witness 
Mr. Grigg, that the divspeamivy- in tne price sof. qas was. not 
the "fundamental" problem of the ammonia producers. That 
problem, according to Nitrochem, was the extent to which 
these producers have gas prices "which are not remotely 


competitive with those to competing [ammonia] producers". 


eA ty) < 


Rates as determined by the Board in the past have 
not been based on studies of fully allocated costs alone, 
and the Board has consistently rejected this concept. There 
are also in the generally accepted criteria for determining 


just and reasonable rates: 


~ stability of rates to customers; 


~ fairness of the specific rates in the apportionment of 
total costs of service among the different customer 


Classes; and 


~ avoidance of undue discrimination in rate 


relationships. 


Judgment, which takes into account these criteria as well as 
competition with other fuels and the risk associated with 


each customer class, is an important factor in rate-making. 


Given the divergence in the characteristics of the 
three major gas distributors, it would have been a 
coincidence if the ammonia producers had had the same rates 


during the same period. 


imesstudy prepared by IEc. discloses that one 
cause of the rate disparity is the method of classifying gas 
supply costs. Other causes of the disparity are not as 
tangible and were not explored to any degree during the 
hearing. fhe separation studies prepared by Mr. Larson have 
been examined by the Board in the past and the findings have 


been rejected for rate-making purposes. The reasons for 
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rejection have been given fully each time. For example, the 

Board said in Reasons for Decision in a Northern case, 

EV B2R.0. 864-19  edatedeiuiyat 7st: 
"In the Board's opinion, the industrial separation 
studies demonstrate that any attempt to allocate 
or assign costs to a single customer departs even 
further “from system reality.  .). “As” the cost 
allocation process attempts to isolate the costs 
of a single customer, the Geffects «tof rakihe 
judgmental decisions can be significantly 
increased. In addition, results could change 
Significantly over a short time as customers are 
addeéa or debeted or change their pattern of use." 

The disparity in rates among the three utilities 
have been in existence for some two decades, and no Ontario 
ammonia producer has had the advantage throughout the whole 
period. C-I-L appears to have had an overall advantage for 
a longer period than either Nitrochem or Cyanamid. However, 
C-I-L claims that there is undue discrimination now that 
the advantage is no longer in its favour. In recent years, 
depending upon the timing of the rate increases granted by 
the Board, each of the three ammonia producers has enjoyed a 
cost advantage? rome’ timesto times **louMrt = Griggrof Ni trochem 
the differences between the costs of gas to the three 


feedstock users in Ontario have not been significant. We 


agree with this assessment. 


We find that the major causes of price disparity 
for natural gas between the affected industries are 


differences in: 
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- classification of gas supply costs; 
- cost allocation methodology; 
“ system characteristics; and 


- timing of rate increases. 


The evidence in this hearing does not lead us to 
conclude that cost separation studies are appropriate for 


rate-setting purposes. 


A Common Feedstock Rate 


Earlier in this report it was noted that there was 
no commonly accepted definition of a "feedstock". Those who 
might gain an advantage in having a lower feedstock rate 
defined the term in such a manner as to include themselves 
WILD nus -CYananid and Nitrocnem defined “feedstock” 
narrowly, resulting in all other industries being 
effectively excluded, while Inco and Sunoco defined it in 
much broader terms. Dow's concept of "feedstock" was 


entirely different from the others. 


However defined, there were only two proponents of 
a common feedstock rate - Cyanamid and Nitrochem. All 
others including the three utilities, C-I-L, Dow, Inco, 
Sunoco, Consumers Fight Back and Board Counsel opposed such 
a rate. Nevertheless Dow, Inco and Sunoco said that if a 
special rate for feedstock use was available, each would 


consider whether or not to take advantage of it. 
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Although rates based on cost separation studies 


and decremental rates, which recover only the variable cost 
of the utility in providing gas service, were briefly 
examined during the hearing, it was evident that the level 
of relief provided by either methodology was not adequate to 
meet the expressed needs of Cyanamid and Nitrochem. 
Furthermore, such rates would be affected by the individual 
customer location and by the variable cost of the particular 
utility, so that the resulting rates would likely not be 
common. These rate-making concepts did not form part of 


these two ammonia producers' final proposals. 


The Proposal for a Common Feedstock Rate 


The proposals of Cyanamid and Nitrochem are 
similar Lieprincip les sDUUrOt thet ouLontly cin apolicatLon, 
The basic proposal is a gas rate payable by the Ontario 
ammonia producer which is equal to the average delivered 
U.S. price of natural gas to ammonia producers as published 
semi-annually by The Fertilizer Institute ("the TFI rate" or 
"the base ny At the time of the hearing the reported 
base rate was Cdn. $2.96/Mcf. The proposal assumes that the 
rate to be charged to the Ontario ammonia producer by the 
utility would be the rate determined by the Board in the 
normal manner under euhbe provisions ofthe Ontario Energy 


Board Act. The difference between the Board-approved rate 
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and the base rate would be paid out of the Provincial 
revenues. This provincial contribution (both Cyanamid and 
Nitrochem were sensitive to calling the Provincial 
contribution a subsidy or a grant) would be paid first out 
of the monies returned to the Province by the federal 
government under the federal Public Utilities Income Tax 
Transfer Act, and the balance, if required, out of the 
Consolidated Revenue Fund. However, if the Province 


declined to use general revenue for this purpose, Cyanamid 


proposed that the remaining customers of the gas utility 
would make up the revenue deficiency by paying increased 


rates. 


The arrangement was to remain in effect initially 
until the end of 1986 or) until either the base rate is 
higher than the Ontario cost or the direct purchase scheme 
isi.in, place... Lf neither event) takes, place prior to the end 


of 1986, the proposal would be reviewed again. 


Neither proponent provided details of how the 


payment, from the; Province to the utility, would be made. It 


was clear that neither wished to pay the full Board-approved 


rate initially and then wait for a subsequent rebate of the 


portion of the payment in excess of the base rate. 


Both proponents submitted that this common 
feedstock rate should be limited to the three ammonia 


producers and possibly Cornwall Chemicals Limited on the 
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basis that all used gas as a feedstock, that they were 
captive to natural gas, there being no other economically 
feasible alternative, and that the cost of natural gas was 
the predominant component of the cost of producing the end 
product - ammonia. The latter criterion effectively 
excluded both Inco and Sunoco, the first excluded Dow. 
Nitrochem went further and urged the Board to establish 
separate rate classes for the ammonia producers, the class 


berng defined in iterms of 'thetabove tcriteria: 


Cyanamid did not think that financial need or 
performance should be a benchmark for eligibility because, 
as Mr. Day stated: "I think that we [Cyanamid] would 
vigorously oppose any review of our profitability .. . once 
you start doing that, you start getting into whether we are 
operating at a competitive level, whether our pricing 
policies are satisfactory, whether our costs are acceptable 


and so on." 


Nitrochem agreed to a provincial audit of its 
financial affairs during the period that it was in receipt 


of the provincial contribution. 


The TFI average gas cost is published some two or 
three months after the average cost is determined. In this 
regard Cyanamid wanted a retroactive adjustment to its base 
rate for this lag period. Nitrochem on the other hand was 


ready to forgo any retroactive adjustment. 
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Cyanamid differed from Nitrochem in one further 
respect. Under Cyanamid's proposal, all gas used, whether 
for feedstock or for energy, would be priced at the same 
rate. Nitrochem stated that it would only need the special 


rate for its feedstock gas. 


In support of their proposal for a common 
feedstock rate, Cyanamid and Nitrochem cited the following 


considerations: 


- it is the only proposal that provides immediate 


financial relief to the ammonia producers; 


~ lueWwi vl Gave Uneario Control over the survival “of its 
ammonia industry and will ensure security of supply to 


Ontario consumers; 


- if the ammonia industry does not survive in Ontario, 
the Ontario farmers' fertilizer supply may be 


jeopardized; 


~ the ammonia industry can only survive and be a viable 


Industry 1f itecan- obtain competitive-—production costs; 


- neither the federal nor Alberta government is likely to 


take action to help this Ontario industry; 


- the proposal is the only one which provides competitive 
production costs which’ will allow all ‘three major 
ammonia producers in Ontario to compete among 


themselves; and 


Peel 6 oe 


- the cost of closure of the ammonia plants to the gas 


utilities in Ontario and the public in general will be 
higher than the cost to implement the common feedstock 


rate proposal. 


The retention of competition among the Ontario 
ammonia producers was of particular importance to Cyanamid 
in view of C-I-L's expansion plans and the possibility that 
the new C-I-L plant would be eligible for incentive pricing 
available for new gas use. We had no direct evidence 
relating to any government incentive pricing scheme for 
industrial gas use, although there were numerous newspaper 


reports on, this subject... 


To quantify the negative impact on the province 
and. Canada, Cyanamid and Nitrochem jointly commissioned a 
study ("the Waverman Study") to examine the economic effects 
of a possible shutdown of all three ammonia plants 
Simultaneously “at the beginning’ of 1983. <dNhes study, was 
prepared by the Institute of Policy Analysis, and the chief 


spokesman for the Institute was Dr. Waverman. 


Economic models were used to estimate the direct 
and indirect economic effects of the resulting initial loss 
in output and jobs ine0ncarro, Alberta andetanada asa 
whole. The model was calibrated in terms of constant 1971 
dollars 2:6 lherestit ssofetiemsludy were, oresented for. a 


five-year, period. so0o) poOem ots 
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Tables 3 and 4 below show the impact on four key 
indicators - direct loss in real output, change in gross 
national product ("GNP"), change in gross domestic product 
("GDP") and change in employment man-years for both the 


provincial and Canadian economies. 


On a cumulative basis for the five-year period 
covered in the analysis, the absolute losses in employment 
income and other economic indicators are large, but placed 
in a provincial and national perspective on a percentage 
basis the effects are small .evenvat the Ontario level.\ For 
example, Ontario employment impacts range from a loss of 
about 7/100ths of 1 percent in 1984 down to 3/100ths of 
1 percent in 1987. At the national level, the comparable 
impacts are 4/100ths of 1 percent in 1984 and 1/100th in 
1987. Nevertheless the local effects of closure could be 


severe, particularly in the Niagara Falls and Brockville 


areas. 
babe a3 
Impact on Canadian Economy* 
gurini binonsaaf 29 ited) 5 
Change in 
Direct Loss GDP | Change in 
in Real Change in Catetactor Employment 
fa Q.crepiatyer bel) gee aGNP: oo faicesye: Man Years 
783 -46.6 -113 -98 -1931 
1984 -46.6 -168 -128 -3798 
1,9.8,5 -46.6 -146 -97 -2348 
1986 -46.6 -145 -70 +26 
Wa7 -46.6 -177 -76 +1301 


* SOURCE. sa De 22 eee UELD Ge > sz. 4 


Note: In 1983 the change in GNP would amount to 9/100 of 


1%» 
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Table 4 
Impact on Ontario Economy* 
een vonstofs 197075) 
Change in 
Direct Loss GDP Change in 
in Real (at factor Employment 
Output aye eR Man Years _ 
VJ83 -35.6 -58 -2062 
1984 -35.6 -73 -3003 
ee ss).2, -35.6 -62 -2562 
1986 -35.6 -51 -1705 
Lo ey -35.6 -54 -1295 
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Evidence soragtnet@instituterior Poliey=Analysis,-University =o f 
Toronto, on behalf of Cyanamid and Nitrochem. 
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The opponents of a common feedstock rate of any 
kind put forward a number of considerations in support of 
their positions. There were three general categories of 
opposition: regulatory principles, availability to customer 


groups and source of funding. 


Gn the questivonsof requlatory: princuples’, «the 
Opponents submitted that the proposal to create a preferred 
rate for special classes of customers presented a marked and 
potentially dangerous departure from the well-established 
rate-making principle that the rates charged should be based 
on the cost to a utility to serve the customer rather than 
on the ability of the customer-to pay. -“It*was pointed out 


thatathe TFIl rate edid@not precaver the Variable cost of “tne 


aie 


utility and in fact was even lower than Consumers! commodity 
cost of gas. This concern is particularly germane if the 
remaining customers of the utility have to make up the 
revenue deficiency. It was also submitted that the proposal 
had an implied concept of "good" use and "bad" use for 
natural gas and that only "good" use entitled the customer 
to special rates. It was further argued that the absence of 
an economically feasible alternative to natural gas should 


not be an excuse to change or ignore rate-making philosophy. 


On the issue of rate availability, it was noted 
that other Ontario industries had suffered and were 
suffering economic hardship. It was submitted that to aid 
one particular sector through rate manipulation while 
excluding other sectors was clearly unfair. Moreover, it 
would be difficult to define eligibility in terms of process 
and/or level of use. The justification of limiting the 
availability to the ammonia producers because it would 
ensure security of supply to fertilizer users was rejected 
because the security of supply issue could equally apply to 
other end use products produced in Ontario. Besides, 


security of fertilizer supply was not a real issue. 


The opponents:‘also rejected Cyanamid's and 
Nitrochem's first claim on the funds obtained under the 
Public ‘Utilities, Income Tax Jransfer Act. The federal taxes 


Originally paid by the utilities are reflected in all the 
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rates of all their customers. It appears that when the tax 


rebate to the province is calculated, the tax generated by 
the gas sold for feedstock use is excluded. In any event 
the opponents argued that all utility customers are entitled 
to any rebate of these taxes, not just a select group in 


preference to all others. 


Several other related concerns were also raised. 
First, if provancialenunds sare used to, subsidize the cosvuson, 
natural gas, the U.S. government might take countervailing 


action such as imposing import duties. 


Second, it was argued that within the confines of 
this hearing, the financial need of the two proponents had 
not been fully examined, and the degree of assistance 
required to keep the two corporations financially healthy 
had not been clearly established. Cyanamid as a corporate 
entity was described by Mr. Day as "a pretty healthy 
company", with only the nitrogen portion of the Plant Food 
Division of the company experiencing losses. However, 
Consumers Fight Back stated in argument that "its 
(Cyanamid's) argument in this hearing is really an attempt 
to obtain’ 4 bitvotequickwcashmto dividend oul to the 
multinational parent before closing the doors." It was 
alleged by Inco and Consumers' that Nitrochem's financial 
difficulties had not been caused by the high cost of gas but 
by the high interest costs incurred as a result of an 


employee buy-out of the company in recent years. 
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Because Cyanamid at least wanted unconditional, 
no-strings, welicf for a specific period, it was argued that 
there was a possibility that such reduced rates could be 
made available to the ammonia producers beyond the period 


needed to make them profitable. 


Third, it was noted that not all the ammonia 
producers wanted the relief. C-I-L specifically opposed the 
proposal because it believed it could successfully operate 
within the range of rates available to it now and because it 
was concerned that a common feedstock rate supported by 
government subsidy could result in government incursion into 


its operations. 


JUSELhi cabnponghkorstimitio Availability 
of of Common nmon Feedstock “Rate 


Aside from the Affected Industries and Dow, the 
other participants submitted little or no direct information 
to the Board that would make possible a detailed comparison 
between the ammonia producers and other industrial users as 
LOpUsesoOteqasyenelatianship of the cost of gas ta.cost of 
production, vulnerability in the marketplace, market 
environment in general, financial status and so on. Our 
conclusions on whether special rates should be limited to 
the ammonia producers are therefore based on limited general 


information. In making our determination, we have 
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essentially examined only the features cited by Cyanamid and 
Nitrochem as the basis for distinguishing their industry 


from others, for special treatment. 


One reason cited as a distinguishing feature is 
that the ammonia producers use gas as a feedstock. As 
earlier noted, what constitutes feedstock use to one party 


does not necessarily constitute feedstock use to another. 


The distinction drawn by the ammonia producers 
between feedstock ee and energy use has several 
implications. One is that feedstock use is in some way a 
higher or better use of natural gas, deserving of special 
treatment. In the context of rate-making, we have strong 
reservations about this concept in principle. While use may 
be considered in times of gas shortages for purposes of 
allocating resources, we do not think that "use" should be a 


criterion for rate-making purposes. 


It was also submitted that residential customers 
are distinguished from other customers on the basis of use. 
This is not the case. Availability of residential rates 
generally depends upon the nature of the premises to which 
gas is supplied. The gas may be used in these premises for 
many purposes, such as space heating, cooking, or 


refrigeration. 


Another reason cited by the ammonia producers for 


special treatment ws thateinelreconsiumpeian of gases high 


ann bi ea 


and the cost of gas represents the major component of the 
production cost of the end product. We note that Dow's 
consumption represents 65 percent of its variable cost of 
producing chlorine, and Mr. Day of Cyanamid agreed that if 
the cost of gas represented over 50 percent of production 
costs, the cost would be a "very significant item" of any 
industry. There was no evidence on this issue with respect 
to industries other than the Affected Industries. However 
it appears that other industrial users may be facing similar 
problems to those of the ammonia producers in that the 
increasing cost of gas has had a significant impact on their 
profits and competitive position. It would not be equitable 
to single out one industry for special treatment without at 
least investigating if other industries are in similar 


circumstances. 


From a rate-making point of view annual volumes 
and load factors can distinguish certain groups of customers 
from others. Again there was no information from other 
industrial customers to determine whether their usage is 


Significantly different from that of the ammonia producers. 


ANotier distinguishing factor cited by "the two 
ammonia producers was that as feedstock users they were 
captive customers because there were no economically 
feasible alternatives to natural gas. However, any 


industrial user of gas such as Sunoco or Dow or any 


4 ieee 


residential customer who has made a major capital investment 


on the basis of natural gas use would appear to be a captive 


customer in the short to medium term. 


Another consideration put forward for 
distinguishing ammonia producers from other industrial users 
was the assertion that natural gas is upgraded in ammonia 
production, thus giving it a value-added feature in contrast 
to natural gas used as an energy source. However, the 
value-added component in producing ammonia appears to be 
very small. There was virtually no evidence from other 


LrnNdustriessonetbnasiumactber. 


The efifect of the cost of the end product, inthis 
case fertilizer, on the competitiveness of Ontario 
agriculture was also cited as a reason for excluding other 
industries. Jali si serecagnazedethat wheecostwogeGertilizer 
will affect the farming community. We expect, but have no 
evidence upon which @iboynely sathat other end products 
produced ,in) Ontanioubysothen industries umayenav.e, equa lilor 


Similar impact on various sectors of the Ontario economy. 


We conclude that the economic problems facing the 
ammonia producers are not unique, being shared in varying 
degrees by other industrial customers which use large 
amounts of gas in their processes and that the contribution 
by the ammonia producers to the wealth and well-being of 


Ontario may or may not be superior to that made by other 
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Ontario industries. For general rate-making purposes we are 
not satisfied that there are sufficient reasons to 
distinguish the ammonia producers from other large 


industrial gas users. 


Implications of a Common Feedstock Rate 


Before assessing the implications of a common 
feedstock rate for ammonia producers, a brief review of the 
proposal and means of implementation is in order. On the 
face of it, the proposal for such a rate appears very 
Simple. An arbitrary base rate, in this case one that is 
PLedweco tie U.o. average gas cost which may change 
semi-annually, would be established outside the regulatory 
process. fhe Board-approved rate for the ammonia producer, 
determined from time to time in accordance with the 
provisions of the Ontario Energy Board Act, would remain 
undisturbed. It should be noted that in the cases of 
Northern and Union, the Board initially approves a range 
rate and the ammonia producer and the utility negotiate a 
rate within that range, taking into account a number of 
factors including demand and minimum annual volumes. The 
difference between the base rate and the Board-approved rate 
(currently about Cdn. $1.50/Mcf) times the volume of gas 
taken by the ammonia producer would constitute the utility's 


revenue deficiency. 
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If the utility's revenue deficiency were to be 


made up by a government subsidy, we see no further role for 
the Board in this scenario. However, if the difference were 
to be made up in whole or in part by the remaining customers 
of the utility, the Board would have to determine the degree 
of cross-subsidization to be attributed to each remaining 
customer class. Generally accepted rate-making principles 
would have to be abandoned since the Board-approved rate or 
range rate, which by definition must be just and reasonable 
and not unduly discriminatory, could no longer apply. Any 
shift in revenue recovery from the ammonia producers could 
be seen to be unjust and unreasonable and therefore unduly 
discriminatory. Consequently the rate hearing process would 
be prolonged, at additional cost to all parties, as each 
class of customer attempted to reduce the impact of 
subsidizing the ammonia producer or, following the lead of 
the ammonia producers, sought special exemption based on 


ability to pay. 


Regarding the government subsidy proposal, 
Consumers' Ras stated that it does not want to be involved 
in att ins any? way A°at wants to render wuccmaccount [Or tiie 
full amount to Cyanamid and wants to be paid by Cyanamid. 
Cyanamid, on the other hand, wants to pay only the base rate 
and leave the balance of theMaccount’ Uo be ‘collected by the 


utility directly from the government. Presumably some sort 


Ph - 


of arrangement would have to be concluded between the 
ammonia producer, the utility and the provincial government 


whereby these concerns could be resolved. 


Such an arrangement would have to provide among 
other things for some method of monitoring the base rate and 
its relationship to the Ontario cost of gas, the 
Board-approved rate, the prompt payment by both the ammonia 
producer and the Province of the utility's account, the 
profitability of the ammonia producer and the progress of 


the direct purchase arrangements, if any. 


The federal rebate under the Public Utilities 
Income Tax Transfer Act forms part of the provincial 
Consolidated Revenue Fund. Until the payment is received, 
the. exact amount is not known by the Province. The amount 
of the payment varies from year to year. Recently there was 
a sizable overpayment which was subsequently adjusted, 
resulting in no payment for a subsequent year. In similar 
circumstances other provincial tax monies would have to be 
used for this purpose. In actual fact all payments to the 
ammonia producers would be from the Consolidated Revenue 


Parivar. 


We raise these issues merely to point out that the 
Simplistic approach of the two proponents of a common 


feedstock rate failed to recognize or address a number of 


difficulties associated with their proposal. 
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A common feedstock rate would permit the ammonia 
producers to be competitive with their American counterparts 
in both the United States and eastern Canadian markets. It 
is not clear from the evidence that they would be 
competitive with all European imports. Among themselves, 
the situation is somewhat different. Mr. Day in his 
testimony stated: 

Ao they [the Alberta Government ] permit 
incremental lower prices for incremental sales 
that would mean that C-I-L in its new plant could 
have very significantly lower prices than I do and 
they would just combine their total gas costs in 
such a way as to put me out of business. That 
frightens me to death." 

Furthermore when asked where the greatest threat 
of competition to Cyanamid came from, Mr. Day replied that 
it was C-I-L. It was Mr. Day's opinion, however, that if 
all.three ammonia producers had the same low-cost common 
feedstock rate, all would be profitable, although he 
recognized that C-I-L would be even more profitable. 
Whether C-I-L in these circumstances would reduce its price 


of ammonia to gain a competitive edge was not explored in 


the hearing. 


Clearly, if a low common feedstock rate were 


approved for all eopnereAprecuocealistieleG ml NC ltr Out 


=e 41 947— 


margins would increase to some extent, but it is not known 
whether their competitive position would be materially 


affected. 


Cyanamid submitted that there would be no 
implications for the gas utilities if the, proposal,is 
approved. On closer examination this is clearly not the 
case. The regulatory process would be affected if utility 
customers are required to make up any portion of the 
utility's revenue deficiency. Even if payment of the 
revenue deficiency were made entirely out of the provincial 
Consolidated Revenue Fund, there would be regulatory 
implications. For example, accounts rendered by Consumers' 
and Union to their feedstock customers are due within 10 
days, those by Northern within 12. If the ammonia producers 
pay only the base rate, then to keep the utility whole, the 
Province would have to pay the balance of the account within 
the same time frame. If there were payment delays, the 
utility would have a reasonable basis upon which to apply to 
Che Boardyfor an inerease in| it's working,capital. ° If the 
increase weregranted, higher rates to all customers would 
result. The process would also entail higher administrative 


COSLS.£0 Thesutility. 


Furthermore the regulatory rate-making process 
would be affected by the knowledge that the government is 


subsidizing a special category of customers. 
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We conclude that the proposal would create 
regulatory difficulties and would impose additional costs on 
the utilities which would in turn be passed on to the 


customers of the utility. 


The Public Interest 


The Board has been asked to determine whether it 
is in the public interest to implement a common feedstock 
rate. The statistics and conclusions provided in the 
Waverman study were not very helpful. In the first 
instance, the study is based on a "shock case", that is, it 
assumed that all three ammonia producers would close their 
operations in 198632 "Secondly, 1t ignored the fact. that 
C-I-L was planning to double its capacity by 1985. At the 
time of the hearing only Cyanamid had plans to close its 
ammonia plant complex unless it received rate relief. On 
the other hand Nitrochem stated that it planned to continue 


its.operations regardless of the outcome of this hearing. 


ASS PULINGed OUtGsecdiii ely ClEwInpact ot Che CC bOSstite 
of all three plants on the federal and provincial economy is 
small. We know now that C-I-L, the largest ammonia 
producer, is noteolannindeupecluscaUSmaperatlrons, = EVenerr 
Cyanami di were CONC UOSe Ele eeime CL BO lec ls oene Wel aig Uy, 
which will have a greater capacity than Cyanamid's existing 
plant and will employ an additional 80 new employees, would 


be to mitigate the negative impact even further. 
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We recognize that Cyanamid employs some 450 
persons at its Niagara Falls plants, and that the negative 
impact of closure of the plant will be concentrated almost 
entirely in the Niagara Falls area due to the layoff of a 
sizable number of skilled workers and the consequent ripple 
effect of the loss of earning power. We also recognize that 
the Province will suffer a revenue loss as a result and may 
incur some costs in the form of social assistance if the 
closure takes place. Nevertheless, the continued operation 
of the Cyanamid plant is not crucial to the survival of the 
ammonia industry in Ontario nor to the security of supply of 
Petr riizerevo Uncartoeagriculture.® One-third of Ontario's 
market for ammonia is now served by U.S. producers. The 
balance of the demand can be supplied during the next two 
years by Nitrochem and C-I-L augmented by possibly cheaper 
imports from the United States and offshore sources. 
Thereafter, the new C-I-L facility should provide sufficient 


capacity to meet all the needs of the Ontario market. 


On the evidence, a common feedstock rate may be 
Crucial only cto tne SUrVival or the two proponents.’ “The 
cost of a common feedstock rate would be borne by the 
Ontario taxpayer alone or shared with the remaining 
gas-consuming customers in Ontario. We have no evidence to 
enable us to quantify the impact of this cost on the wealth 


and well-being of the province nor to determine whether it 
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would be greater or less than the cost of closure of any of 
the Ontario ammonia producers. Obviously the provincial 
economy would be better off if all three plants remain in 
operation and C-I-L's capacity was expanded without further 
assistance from anybody. However, as stated earlier the 
negative effects of closure of one ammonia plant would not 
be great throughout the province, but would certainly be 


felt in the immediate area of the plant. 


From the foregoing findings, and taking into 
account the concerns of the ammonia producers and the 
Opponents of a common feedstock rate, we conclude that such 


a rate would not be in the public interest. 


Direct Subsidy as an Alternative 
to a Common Feedstock Rate 

If the decision is made by the Government of 
Ontario to ensure the survival of Cyanamid and Nitrochem, 
the Board would recommend the direct subsidy route, which 
would be unrelated to the regulatory process.,. Only those 
ammonia producers in need would receive assistance; the 
Financial integrity of each producer could be fully examined 
outside the public heaming process glLoumake, certain that only 
the level of assistance required to ensure survival was 
given, having regard also to the parent's financial 


position; the regulatory process would not be interfered 


Oa a 


with, and the issue would not be confused by the euphemism 
of a "common feedstock rate", Terms and conditions could 


also be attached if necessary. 


In the case of either a common feedstock rate or 
direct subsidy the Ontario taxpayer would be paying the 
COSL.e DUG Ii tne cause of a direct subsidy the ‘amount could 


be clearly identified, limited and monitored. 


It is clear from the foregoing that we are opposed 
to a common feedstock rate in any form. If an industry 
needs assistance, we believe that a selective subsidy is to 
be preferred. The required subsidy should be paid out of 
the provincial Consolidated Revenue Fund without regard to 
the level of funds available under the Public Utilities 
Income fax Transfer Act, and not out of revenues generated 
by the other customers of the utility. The gas user should 
be required to submit its books to provincial audit to 


prove that there is a continuing need for the assistance. 


Summary 


From all of the above we report as follows: 


Competitive Effects 


- a common feedstock rate tied to the U.S. average gas 
cost would make the ammonia producers competitive with 
their U.S. counterparts and possibly with some European 


producers. Given C-I-L's plans to complete a more 
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efficient plant by 1985, it is likely that it will have 


a competitive edge over the two remaining Ontario 


ammonia producers; 
Effect on Utilities 


the implications of a common feedstock rate for the 
distribution utilities would depend on the arrangements 
made with the provincial government, if government 
funds were used to supplement the common feedstock 
rate. If the utilities' customers are charged with 
increased rates to compensate for the lost revenue, 
there would also be additional hearing costs to the 


Uti ned esis 
Conclusion 


the differences between the ammonia producers and other 
affected industries or between the ammonia producers 
and other Large industrials userseor gas dommnotwwacrant 
distinguishing them from all other industrial users of 
natural gas for purposes of justifying a common 


feedstock rate; 


a common feedstock rate is not in the public interest 


and I's (oUt suppo me ccm) yaus. 


if it is government policy to assist the ammonia 
producers during the current down cycle of the ammonia 
market, a direct subsidy to the ammonia producers is 


preferred by us to an indirect subsidy. 


Sao 7a 


Recommendations of the Board 


5e That the proposal by Nitrochem and Cyanamid for a common feedstock 


rate be rejected by the Government. 


6. That if it is deemed appropriate by the Government to assist 
ammonia producers in Ontario a direct subsidy be considered by the 
Government in preference to the indirect subsidy by means of a 


common feedstock rate. 


Toronto, February 1984 
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Appendix A 


TO ALL PARTICIPANTS IN THE JULY 18, 1983 PUBLIC 
HEARING REGARDING NATURAL GAS USED AS A FEEDSTOCK 


List of Issues to be Addressed in Evidence 


The following list of issues is intended to be used as 
a guide to assist in the preparation of evidence for the 
forthcoming hearing. 


The list has been prepared by Board Counsel and is 
intended to supplement, not to replace or to interpret, the 
provisions of the Order-in-Council. 


Not all participants will be in a position to address 
all the issues identified. In addition to addressing 
matters outlined in the Order-in-Council each participant is 
requested to submit evidence on those issues in which it has 
a direct interest. Evidence on issues not identified 
herein, but which a participant considers relevant, is also 
welcomed. 


Issue No. 1 


Relating to Item 1 of the attached Order-in-Council, 
evidence is requested on: 
(i) the present economic circumstances and the 
economicvourlook#eforethesnexti5 ito 10 years of the 
Affected Industries taking account of: 


(a) Ontario, Canadian and export product demand; 


(b) effects on the Affected Industries of 
Competition fromepnoducersvofissimil ar 
products in Western Canada, the U.S.A. and 
other foreign countries; 


(e) “the cyclical aspects of the market for the 
Affected industries" products; 


(d) © all ‘other factors such as labour costs, 
productivity, plant efficiency and economies 
of scale’taking into account capacity 
additions and plant shutdowns in Ontario, 
Western Canada and the U.S.A.3; and 


(e) factors affecting the Affected Industries’ 
market share taking appropriate account of 
Ontario's economic outlook. 


Issue No. 
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2 


Relating to Item 2 of the attached Order-in-Council, 
evidence is requested on: 


a) 


cy 


(aly) 


(iv) 
(v) 


(vi) 


Issue No. 


the effect of domestic natural gas prices and 
taxation on the price of products of the Affected 


Industries; 


the effect of U.S. natural gas prices (current and 
future) ronsthe price: af i products=im the) U2S.A., 
Similar ‘to thosesofathesAf fected! Industr ves; 


the prices of natural gas to the Affected 
Industries relative to the’ prices, to other 
comparable operations which compete in the same 
market areas; 


thesed fect of competitionswrth ULSeiproducts; 


the response, if any, by the federal and 
provincial governments to any submissions made by 
the Affected Industries relating to: 


(a) special pricing or natural gas or tax 
incentives, or 


(b) any other form of government subsidy for 
natural gas used as a feedstock; and 


the prospects for a continuing natural gas 
surplus, shut-in gas, and specially priced gas in 
Western Canada over the next 5 to 10 years, and 
Ghe-potential “impacteof such. prospects on the 
Afifectedaindustries: 


uh 


Relating to Item 3 of the attached Order-in-Council, 


en ee ee 


evidence is requested on: | 


(i) 


the alternative arrangements which could be made 
by the Atfiecbed@industries or other Ontario 
industries to obtain natural gas other than by the 
current method of purchase from Ontario regulated 
naturale qassOtSlLriDucion, ULM ies, sinc ludimd: 


(a) details of any such arrangements, their 
present ‘degreesmofi development and their. cost 
advantage; 


Vi.) 


Gin) 


Issue No. 
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(b) pea aa non and other approvals required (if 
any)3 


(c) the conditions necessary to make such 
arrangements feasible; 


(d) operational risks and provisions for back-up 
supply; 


(e) precedents, if any; and 


(f) relevant policies of the federal, Alberta and 
other provincial governments, if such 
policies have been publicly announced. 


the impact of the alternative arrangements on 
Ontario regulated natural gas distribution 
utilities, on TransCanada PipeLines, and on their 
respective customers. 


the most appropriate: 


(a) terms and conditions of a transportation rate 
schedule, if any; and 


(b) financial compensation necessary, if any, to 
compensate the Ontario regulated natural gas 
distribution utilities and TransCanada 
PipeLines for any loss resulting from the 
arrangements. 


4 


Relating to Item 4 of the v attached) Orden-in=Council, 
evidence is requested on: 


(i) 


Cry 


the nature, extent and causes of any disparity in 
prices and rates among the Ontario distribution 
utilities for natural gas provided to the Affected 
Industries: 


the need for, and design of, any special common 
rate to be charged by the Ontario regulated 
natural gas distribution utilities for natural gas 
used as a feedstock, including the impact of such 
a rate on: 


(a) the present rate making process, 


(b) the rates of other natural gas customers, and 
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(c) the Ontario regulated natural gas 
distribution utilities concerned. 


As noted earlier, participants are also requested to 
make specific recommendations for Board consideration in 
responding to the Order-in-Council. 


In the context of this examination, natural gas used as 
a feedstock is taken to mean natural gas used as a source of 
raw material, i.e. a chemical ‘building block', and not as a 
source of energy. An example of an industry using natural 
gas as a feedstock is the fertilizer industry. 


De ht. “Rogers 
Board Counsel 
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Appendix B 


PARTICIPANTS 


Canterra Energy Ltd. (Canterra) 


Canterra is a company incorporated under the laws of 
Canada and based in Calgary. It is active in exploration 


and production of oil, gas and sulphur. 


Counsel: Cas H. Morel, Canterra, Calgary 


€=I=C Ine ovuéGaiet) 


C-I-L has capacity for manufacturing about 375,000 tons 
per year of ammonia, consuming about 14.47 Bcf per year of 
natural gas, at its Lambton Works located in Courtright, 
Ontario. C-I-L is in the process of doubling its ammonia 
capacity at a cost of over $200 million. An affiliated 
company, Cornwall Chemicals Limited, in Cornwall, Ontario 
consumes about 0.5 Bef per year of natural gas in the 
manufacture of carbon bisulphide. C-I-L's parent company is 


Imperial Chemical Industries PLC, London, England. 
Coumse lise raeG. PP. thompson, eQcOe, socoutrwuAyLens” Ottawa 


Witness: C. Hampson 
Senior Vice-President & Director, C-I-L, Toronto 


Gina Real ye 
Manager, Oil & Gas, C-I-L, Calgary 


Di A. ch. Birnie 
Consultant, Ottawa 
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CNG participated on behalf of itself and its corporate 
affiliates. 

CNG is a federally incorporated company with its head 
office in Calgary. CNG removes natural gas from Alberta 
under an Alberta removal permit for sale to TransCanada 
PipeLines Limited (TCPL). Also, CNG purchases gas from TCPL 
for export under ats Nationale Energy Board export licences@a 
U.S. markets. CNG is owned 100 percent by InterNorth 


Inc. of Omaha, Nebraska. 


Counsel: 1 *H. 9M. Kays %Benneturdones, 'Calgary 


Witness: D. G. Snyder, Vice-President 
Engineering and Operations, CNG, Calgary 


William J. Demcoe, Vice Presidént 
Finance and Corporate Secretary, CNG, Calgary 


JG. oD tat ep rioeun als Ofitice r 
Foster Research, Calgary 


R. C. Wharton, Senior Corporate Partner 
Foster Research, Calgary 


Gs Js Demke;aPrincipal Officer 
Foster Research, Calgary 


Consumers Fight Back (CFB) 


CFB is an Ontario-based residential consumer group 
whose concern is in the area of natural gas rates as well as 


electricity land othersui eriver at oor 
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Counsel: A. J. Roman 
The Public Interest Advocacy Centre, Ottawa & 
Toronto 


Cyanamid Canada Inc. (Cyanamid) 


Cyanamid has capacity for manufacturing about 245,000 
tons per year of ammonia, consuming about 7.4 Bcf per year 
of natural gas, at its Welland Plant in Niagara Falls, 
Ontario. Cyanamid's parent company is American Cyanamid 
Company, New Jersey, U.S.A., which operates in the United 
States. The agricultural ammonia business of Cyanamid 
Canada and American Cyanamid is organized on a divisional 
basis (Plant Food Division) regardless of corporate 


boundaries. 


Counsel: E. A. Goodman, Q.C. and 


Morea seit Vals 
Goodman & Goodman, Toronto 


Witness: J.D. Day, General Manager 
Plant Food Division, Cyanamid, Toronto 


C. A. Larson, President 
Consulting Services Inc., Washington, D.C. 


D. W. Bain, Treasurer, Cyanamid, Toronto 


ian ese. Dine eror 
Agricultural Chemicals 
osRi International, Menlo Park, Calif. 


L. Waverman 
Institute of Policy Analysis, 
University of fTforonto 
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D. P. Dungan 
Institute of Policy Analysis, 
University of Toronto 


Dome Petroleum Limited (Dome) 


Dome, based in Calgary, is a major Canadian explorer, 
developer and producer of oil and gas. As of March 30, 
1983, Dome held 48 percent interest in Dome Canada Limited 
and 9.6 percent interest in TransCanada PipeLines Limited, 
which amounted to 21.4 percent when combined with Dome 


Canada's interest in TCPL. 


Counsel: W. M. Smith, Dome, Calgary 
R. DeWolf, Dome, Calgary 


Witness: “Rw S. Johnson, Director 
Regulatory Affairs, Dome, Calgary 


Dow Chemical Canada Inc. (Dow) 


Dow's operation at Sarnia, Ontario consumes about 
Neirce Bc f/year of natural gas as the primary heat source for 
a combined power and steam system. Power is used for the 
electrolysis of natural salt and for the pumps and 
compressors in manufacturing activities. The steam is used 
for distillation and evaporation in process operations. Dow 
is a wholly owned subsidiary of The Dow Chemical Company in 


the United States. 


Counsel: Ms. N. E. Clarke, Dow Canada, Sarnia 


=) ode = 


Inco Limited (Inco) 


Inco's Sudbury operations include mining, smelting and 


processing which produce nickel, copper, gold, silver, etc. 
A refinery at Port Colborne produces other nickel products, 
foundry addititives, platinum products and cobalt oxide. 
Energy costs for Inco's Ontario Division are about 
14 percent of total operating costs or $86 million per year 
of which natural gas represents $30 million. Natural gas 
consumption at Sudbury has been in the order of 10 Bcf per 
year, while about 1 Bcf is consumed annually at its refinery 
Piet wOLvoOr ies choo lng sof che iron one wecovery plant. in 
1982 and reductions in production rates have reduced 
Sudbury's annual consumption to 6 Bcf/year. Inco's 


subsidiary Inco Energy Resources Ltd. (IERL) has been active 


in western Canada since 1979 


of crude oil and natural gas. 


partner made a major Alberta 


currently being developed in 


Canada Limited and Canterra Energy Ltd. 


in exploration and development 
Alea Ling t9 81, LERL ang a 
gas discovery which is 


separate ventures with Gulf 


Production is 


expected before the end of 1983 under current contracts the 


two companies hold with TCPL. 


Residents of record holding 


VOLCINg shanes mineinco were 50 percent Canadian, 38 percent 


American and 12 percent other. 


Counsel: T. G. Andrews and 


Kee et C OC ga ally tn. 


Borden ana Elliott, 


DaweGsteHa heats 


fee hee yn eC, 


Macleod Dixon, 


Toronto 


Calgary 


Toronto 
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Witness: W. R. 0. Aitken, Senior Vice-President, Inco, 
Toronto 


D. BB. Uraig, President, IERL, Calgary 


J.0 GeetoO Gob, errancipaleOr frcer 
Foster Research, Calgary 


R. C. Wharton, Senior Corporate Partner 
Foster Research, Calgary 


Ge. J. Demke, Principal Officer 
Foster Research, Calgary 


Independent Petroleum Association of Canada (IPAC) 


IPAC, with offices in Calgary, is a national trade 
association comprising 193 independent oil and gas 
exploration and production companies operating in Canada and 
another 138 associate member companies with activities 
related to the Canadian oil and gas industry. IPAC's main 
purpose is to represent its members' common interests in 
policy, economic and technical matters at all levels of 
government and before all appropriate regulatory boards. 
Counsel: R.A. Neufeld, Fenerty, Robertson, Fraser & Hatch, 

pate 
Witness: G. Morgan, Vice-President, Gas and Oil 
Alberta Energy Company Ltd., Calgary 
J. Dj Porthem.Mansqang, Director, TPAC, Calgary 


fF tG seve OSCh ww eceslaent 
Tripet ‘Resources Limited, Calgary 
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nter-City Gas Corporation (Inter-City) 


Inter-City operates a natural gas distribution utility 
in the Towns of Fort Frances and Rainy River, and the 
Township of Emo and Chapple, all in the Province of Ontario. 


Gounseds.--J...Ds Brett 
Thompson, Dorfman, Sweatman 


Barristers and Solicitors, Winnipeg 


Nitrochem Inc. (Nitrochem) 


Nitrochem has capacity for manufacturing about 90,000 
tons per year of ammonia, consuming about 3.34 Bcf per year 
of natural gas, at Maitland in eastern Ontario. Nitrochem 
is a successor company to Genstar Chemical Limited, formerly 
known as Brockville Chemical Industries Limited. On 
April 1, 1981 the shares of Nitrochem were held 50 percent 
by Genstar Corporation and 50 percent by Nitrocan Inc., a 
Canadian holding company for Nitrochem executives. 

Counsel: Ms. P. D. Jackson 

Toryeeloty.. bDesLadriers and Bingington, foronto 
Witness: V. G. Johnson, Vice-President, Production 

Roxy Petroleum Ltd., Calgary 

lr eo vuew 1 recvor 

Agricultural Chemicals 

SRI International, Menlo Park, Calif. 

L. Waverman 


Institute of Policy Analysis, 
University of Toronto 
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Di Pee DUNG 
Institute of Policy Analysis, 
University of Toronto 


R. W. Grigg, Vice-President and 
Chief Financial Officer, Nitrochem, Montreal 


Ex sDivilearoya 
Consulting Engineer, Calgary 


Northern and Central Gas Corporation Limited (Northern) 


Northern owns and operates natural gas distribution 
facilities in the provinces of Ontario, Quebec and 
Manitoba. The Ontario operation serves about 80 communities 
in northwestern, northern and eastern Ontario. Northern is 
a wholly owned subsidiary of Norcen Energy Resources 
Limited. 
Counsel: P.F. Scully, General Counsel, Northern, Toronto 
Witness: BUS ari hond 

Vice-President, Gperations, Northern, Toronto 


R. T. Rhodes, Vice-President 
Gas Supply and Planning, Northern, Toronto 


NOVA, An Alberta Corporation (NOVA) 


NOVA of Calgary provides the transmission facilities 
for the delivery of all gas#an Alberta ancluding that for 
delivery at the Al ber ba Laaeenneme ran border for transmission 
eastward by [CPL intoitheliwvartousmpromvi noes) ofarlanada and in 


particular the Province of Ontario. NOVA has 50 percent 


A <— 


Ownership in the Trans Quebec & Maritimes (TQM) pipeline 
with the other 50 percent ownership held by TCPL. 


Counsel: J. Hopwood, Q.C. 
Howard, Mackie, Barristers and Solicitors, Calgary 


Petro-Canada Exploration Inc. 


Petro-Canada Exploration is a subsidiary of 
Petro-Canada, a corporation established by a Special Act of 
the Parliament of Canada, and is based in Calgary. 
Petro-Canada Exploration conducts exploration, development 
and marketing programs for oil and gas in Canada and has 
varied interests in 0il and gas wells and related gas plants 
and has substantial interests in unconnected gas reserves in 


western Canada and other areas of Canada. 


Counsel: Ms. M. Kooyman, Petro-Canada, Calgary 


Suncor Inc. (Suncor)* 


Suncor is currently upgrading its refinery operation at 
Sarnia, Ontario. The additional $335 million investment 
includes the installation of a hydrogen plant which will 
consume between 3 and 5 Bcf/year of natural gas. Suncor is 
a fully integrated petroleum company comprising two 
operating groups: the Resources Group based in Calgary and 


the Sunoco Group in Toronto. The Resources Group manages 


* The name Sunoco is used generally throughout the report. 


- 142 - 


the company's conventional oil and gas 
exploration/production business and its oil sands mining 
operation. The Sunoco Group operates the Sarnia refinery, 
produces and sells petrochemicals, gasoline, home heating 
oil and other refined products. It operates retail gasoline 
service stations in Ontario and Quebec. About 75 percent of 
Suncor's common shares are held by Sun Company, Inc. of the 
United States and 25 percent are owned by Ontario Energy 
Resources utd. 
Counsel: M. M. Peterson 

Tilley, Carson & Findlay, Toronto 


G. M. McGuire, Sunoco 7 inc., Toronto 


Witness: N. J. Hathway, Director 
Supply and Transportation 
Sunoco (Inéev?ye toronto 
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Consumers! asea natural gas* distribucronsuts Ure yawhien 
serves south central and eastern Ontario, western Quebec and 
northern New York State. Consumers' also explores for and 
produces oil and gas primarily in southwestern Ontario and 
operates underground gas storage facilities in Ontario. 
About 90 percent of Consumers' common shares are owned by 
Hiram Walker Resources Ltd. -Home O11 Company, a wholly 


owned subsidiary of Hiram Walker Resources Ltd., is engaged 
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in the exploration for and production of oil and natural gas 
primarily in Canada and the United States. 
COUNGE Ls © Giese “les RU Rin oUn 

Aird & Berlis, Toronto 


Witness: R. S. Lougheed, Senior Vice-President 
Gas Supply and Development, Consumers', Toronto 


The Director of Investigation and Research 
Bureau of Competition Policy 
Consumer _and Corporate Affairs Canada 

The mandate of the Bureau of Competition Policy is to 
assist in maintaining effective competition as a prime 
stimulus to the achievement of maximum production, 


distribution and employment in the Canadian marketplace. 


The Bureau's authority is the Combines Investigation Act. 


Counsel: R.S.G. Thompson ) Department of Consumer 
Ms. R. Attwood ) and Corporate Affairs, 
M. Rosenberg ) Ottawa 


The Industrial Gas Users Association (IGUA) 


IGUA ia an association of industrial users of 
substantial quantities of natural gas purchased from 
distributors in the Provinces of Manitoba, Ontario and 


Quebec. 


Counsel: Bb. Carroll 
Scott & Aylen, Ottawa 
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TransCanada PipeLines Limited (TCPL) 


TCPL was incorporated by Special Act of the Parliament 
of Canada in 1951 and is currently continued under Restated 
Certificate and Articles of Incorporation under the Canada 
Business Corporations Act. TCPL owns and operates Canada's 
only west/east natural gas transmission system from Alberta 
to Quebec. JTCPL is the major purchaser of western natural 
gas for eastern Canadian markets and U.S. export markets. 
TCPL also transports natural gas for other companies. [fCPL 
Nias 65r ens ive aalkeuvare of oil and gas lands in Canada and 
participates in oil and gas exploration in Canada and the 


United States. 


Counsels) ites CONCH, shinians|OTonlo 
Leah. SMUD tere, PlLOrOnLO 
Witness: =F Cs Rese Pew 
Senior Manager, Operations, TCPL, Calgary 


Bret eo) ar Uaese 
Senionw Maiader, ocales, FCrL, “Orontao 


Union Gas Limited (Union) 


Union owns and EN a fully integrated gas 
transmission, distribution and storage system in 
southwestern Ontario. Union's ten underground storage pools 
and 2,920 kilometres of transmission pipeline are an 
important part of the delivery system for western Canadian 


gas. As well as serving Union's own markets, these 
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facilities generate significant revenue from storage and 
transmission service provided to other customers. Resource 
operations in western Canada are carried on through Union's 
65 percent-owned subsidiary, Precambrian Shield Resources 
Limited of Canada. 0O01il and gas exploration and development 
are conducted also in association with Numac Oil & Gas Ltd. 
of Edmonton, in which Union holds a 12.4 percent equity 
interest. 
Eounsel: 3. BB. Jolley, .Q5C., Vice-President and General 
Counsel, Union, Chatham 
Witness: S. 7. Bellringer, Vice-President 
Utility Development, Union, Chatham 


G. D. Black, Manager 
Gas Supply, Union, Chatham 


A. L. Shillington, Manager 
Regulatory Planning, Union, Chatham 


Universal Explorations Ltd. 


Universal Explorations is an Alberta corporation whose 
primary activity is petroleum exploration and development in 
Alberta.) Also, 1t holds maneral rights in southwestern 
OnGario.- Through its, subsidiary, Ihe Petrol Oil & Gas 
Company, Limited, it produces and sells natural gas from 
offshore Louisiana and Texas. Some of this gas is used as 
feedstock by American fertilizer and chemical companies. 


Counsel: D. J. Buchanan, Secretary-Jreasurer, Universal 
Explorations, Calgary 
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Witness: J. A. Mercier, President, Universal Explorations 
LtUd.jeucalgqary 


Urban Development Institute - Apartment Group (UDI) 


UDI is an organization of property managers who 
purchase natural gas, essentially as a fuel for apartment 


heating, from the major gas utilities in Ontario. 


Representative: S. J. Kawalec, P. Eng., Chatham 


Ontario Energy Board 
Counsel se Dae We ROmer Ss mui. or. 
Rogers, Rogers, Moore, Toronto 
Ms. D. S. Saxe, Board Counsel 
Witness: Ms. S. L. Chown, Executive Vice President, 


Industrial Economics, Incorporated 
Cambridge, Mass. 
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Appendix C 
GLOSSARY 

Page 
Affected Industries 148 
Alberta Border Price (ABP) 148 
Alberta Cost Of Service (ACOS) 149 
Alberta Energy Resources Conservation Board (AERCB) 150 
Alberta Petroleum Marketing Commission (APMC) 11 
Ammonia Market Vo 
Commodity Cost eo 
Font Cao woarrier ee) 
Contract Demand (CD) 154 
Cost Allocation 154 
Decremental Rate 154 
Demand Costs and Demand Charges hes 
Federal Energy Regulatory Commission (FERC) d\be) 
Gulf Coast 152 
Metric Conversion 156 
Natural Gas Feedstock [Fete 
Public Utilities Income Tax Transfer Act (Canada) ‘Loy 
SOQUIP pe) 
Take-or-Pay Clause 158 
The Fertilizer Institute (TFI) 159 
TOPGAS Agreement ihe je! 


T-Service 161 
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Affected Industries 


~ Industries which use natural gas as a feedstock and 
are located in Ontario. For the purpose of this 
report, the Affected Industries are C-I-L, Cyanamid, 


Nitrochem, Inco and Sunoco. 


Alberta Border Price (ABP) 


~ In accordance with the June 30, 1983 Agreement to Amend 
the Memorandum of Agreement of September 1, 1981 
between the Government of Canada and the Government of 
Alberta, the ABP equals the wholesale price of natural 
gas at the Toronto, City Gate, less [CPL Cost of Service, 
the Canadian Ownership Special Charge and the federal 
Natural Gas & Gas Liquids Tax, if any. The Toronto 
City Gate wholesale price to the natural gas 
distributor is approximately 65 percent of the Toronto 
Refinery Acquisitions losuepor. crude o1leonean 


equivalent energy basis. 


On August 1, 1983 the ABP was set at Cdn. $2.8257 per 
Mcef. lor the endo meal ood eunecaprice Of naburalsqasain 
Canada will be no higher than 65 percent of the price 


of crude oil, as agreed by the two governments. 
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Alberta Cost Of Service CACOS) 


- The ACOS consists of the costs and charges relating to 
the acquisition and movement of natural gas, including 
transportation by NOVA, from the point of purchase to 
the Alberta border, excluding the purchase price. 
Original buyers that remove natural gas from Alberta 
apply to the Alberta Petroleum Marketing Commission 
(APMC) each month for determination of the ACOS in 
respect of gas purchased in the month. The APMC makes 
determinations for ten original buyers, some of which 
apply for two or more costs of service, depending on 
the points of removal from Alberta, areas of supply and 


types of purchase contracts. 


In the case of natural gas purchased by an original 
buyer that does not remove gas from Alberta, the APMC 
estimates an amount that would be the ACOS if the gas 
were removed from Alberta. *This*estimate is then used 
to determine the maximum price which the original buyer 


may pay for such gas. 


Upon application by an original buyer or on its own 
initiative, the APMC makes rulings on matters of 


principle and matters involving categories of costs and 


mer 


charges eligible for inclusion in the ACOS. One 
example is the discretionary inclusion of TOPGAS 
interest costs in ACOS requiring ICPL to apply each 


year to the, APMC. 


Any such determination made by the APMC may be appealed 
to the Alberta Public Utilities Board for public 


hearing. 


Alberta Energy Resources Conservation Board (AERCB) 


- tinder theaStatutessaf Alberta, the ,AERCBats charged 
with certain energy resource and environmental 
management functions with Peqard st O sont wiG ac Onn! 
sands, pipelines, electric energy andecoala - hose 
concerning energy resources include appraisal of 
reserves; regulation of exploration, development, 
pipelines, and transmission lines; safety; prevention 
of waste; protection of correlative rights; appraisal 
of productive capacities, of Alberta's requirements and 
of markets outside Alberta; recording and publicatvaon 


of statistics; and advice to Government. 


Alsso, thea ALROBsgs responsible for the preservation and 


effective use of certain of Alberta's energy 


aia = 


resources. fo this end, the AERCB, under The Gas 
Resources Preservation Act, is required to consider 
applications for the removal of gas from Alberta, and 
having regard to the trends in growth and discovery and 
present and future needs for gas within Alberta may, 
subject to the approval of the Lieutenant Governor in 


Council, grant a permit for removal from the Province. 


Under The Oil and Gas Conservation Act, the AERCB may 
grant an industrial development permit for the use of 
gas or other hydrocarbons as a raw material or fuel in 


an industrial or manufacturing operation in Alberta. 


Alberta Petroleum Marketing Commission (APMC) 


a hoAThe Petroleum Marketing Act created the APMC in 1974 as 
agent to sell the Crown's royalty share and lessee's 
share of petroleum and pentanes plus from Crown 
leases. Also, the functions and responsibilities of 
the APMC with respect to the Natural Gas Pricing 
Agreement Act concerning the Canada - Alberta agreement 


on natural gas pricing are as follows: 


- determination of Alberta costs of service (ACOS) 


FOC.OMU aL buyer sis 
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- purchase of gas and its subsequent resale; 


- administration of the Natural Gas Pricing 
Agreement Act Fund (the Fund) comprising revenues 


derived from gas exports to the United States; 


~ determination of a price adjustment to be paid 
each month to producers with respect to eligible 


gas; 


- reimbursement or payment of a price adjustment 


from revenues in the Fund; and 


“ determination and payment of market development 
incentive payments to the federal government from 


the Fund. 


For more detail refer to Alberta Cost of Service in 


glossary. 


Ammonia Market 


~ Ammonia, a chemical compound of nitrogen and hydrogen 


(NH3), can be used directly as a fertilizer but is 


usually convertedsanto such mitrogens fertilizer 
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derivatives as urea, ammonium nitrate, ammonium 
phosphates and nitrogen solutions. Ammonia is also 
used as a raw material in the production of explosives 
and synthetic fibres and in a wide variety of other 


industrial applications. 


Commodity Cost 


- Commodity or variable costs are those costs which vary 
in direct proportion to the volume of gas produced or 
handled. These costs are not directly related to 
either the number of customers or the capacity of the 


system facilities. 


Contract Carrier 


- The status of a natural gas pipeline that transports 
gas from a producer to a buyer who have entered into a 
contract for the gas. Such status does not prevent the 
pipeline from purchasing other gas from producers on 
its own account; however, it does introduce an 
alternative whereby producers and distributors can 
negotiate a direct access arrangement without involving 
the pipeline in the procurement or sales of the gas. 
The pipeline would be paid a transportation service 


charge by the shipper in accordance with the tariff 
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schedule and terms therein as defined and approved by 


the appropriate regulatory authority. 


Contract Demand (CD) 


- Contract demand is the maximum volume of gas specified 
in the gas sales contract to which a CD Rate Schedule 
is applicable and which the seller obligates itself to 
be ready to deliver daily to the buyer in a specified 


delivery area. 


Cost Allocation 


- Cost allocation refers to the process of estimating the 
"sub" costs attributable to serving each class of 
customer of a utility as a portion of the total costs 
incurred by the utility in serving all of ics 


customers. 


Decremental Rate 


- In the context of this hearing, a decremental rate 
reflects the costs which could be avoided if the gas 
distributors in Ontario were to lose the ammonia 
producers' load. As such, the decremental rate is 
equivalent to the variable costs which a distributor 


would incur in providing natural gas service. 
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Demand Costs and Demand Charges 


FERC 


Gulf 


Costs that are related to the ability to meet peak gas 
demand, such as the fixed costs of transmission and 
distribution capacity. Demand costs are recovered by 
means of a demand charge that is levied on the customer 
who has contracted for firm service at a specified 


level of demand. 


The Federal Energy Regulatory Commission is an 
independent, five-member commission within the U.S. 
Department of Energy. It establishes rates or charges 
for all pipeline transport and pipeline valuation; 
regulates wholesale electric rates, natural gas sales 
and transmission rates; licenses construction and 
abandonment of facilities; and approves interlocking 
diteéctorates .7ePERCecontrols* apply to natural gas 


entering interstate commerce. 


Coast 


From a market point of view, the U.S. Gulf Coast is 
viewed as all the U.S. states or regions of the U.S. 


states that border on the coast of the Gulf of Mexico, 


comprising Florida, southern Georgia, Alabama, 
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Mississippi, Louisiana and the coastal portions of 
Texas. With reference to the influence of U.S. ammonia 
production capacity on the marketplace, the significant 


states are Louisiana and Mississippl. 


Metric Conversion 


1 tonne = 1 metric ‘ton 
= 21000 kilograms 
m1 PL PNDN RTS pounds 
= 1 A025eshortasons 

1 short ton Ss pecuad pounds 
= 0.9072 tonne 

1 cubic metre (m-) = 35.3 cubic feet 
= 0.0353 Mcf 

1 Mcf (thousand cubic feet) 2 28.328 m° 

1 thousand cubic metres (102m) = Bie) Mc f 

1.MMcf (million cubic feet) = 28.328 10°m? 


ee MMc f 
OD oe OG 


1 million cubic metres (106m?) 


1 Bef (billion cubic) feet) 260052 Oe Ome 


Natural Gas Feedstock 


~ Natural gas used as a source of raw material, 1.e. a 
chemical "building block", .and not as a source of. 


energy. 
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Public Utilities Income Tax Transfer Act (Canada) 


- Under. thespsovasvonsuofathis, Act... 95 nercent of, the 
money paid to the Government of Canada by utility 
companies as income tax or estimated income tax payable 
under the Income Tax Act (Canada) for the year 1966 or 
any subsequent taxation year is transferred to the 


respective provincial governments. 


SOQUIP 


- Societe quebecoise d'initiatives petrolieres (SOQUIP) 
is a Crown corporation created by the Government of 
Quebec in 1969 for the purpose of exploring for, 
producing and selling hydrocarbons. In 1975 it 
extended its exploration program beyond Quebec into 
western Canada and now holds proven and probable 
reserves of 52 billion cubic feet of natural gas. 
SOQUIP has property interests with other producers in 
ALOE ria. SUN IULY —Zigutooo,, SUaULP) was 1ssuied a permit 
to remove one billion cubic metres (3.5 Bcf) of gas 
from Alberta over a 15-year period. This gas is to be 
sold at the Alberta/Saskatchewan border by SOQUIP to 
GMi, a distributor: in Quebec. The distributor is the 
shipper and TCPL is the transporter from the Alberta 


border to the shipper's franchise. 
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SOQUIP owns 20.2 percent of the common shares of Gaz 
Metropolitain, inc. (GMi) and 49 percent of the common 
shares of Gaz Inter-Cite Quebec Inc. (GICQ). Together 
with the Caisse de depot et placement du Quebec, it 
holds the control of these two distributors. 

Inter-City Gas Corporation of Winnipeg holds 49 perce ne 


of GICQ's common shares. 


Take-or-Pay Clause 


- A provision in a contract between a gas transmission 
company or gas purchaser and a gas producer whereby the 
transmission company or the purchaser agrees to pay the 
producer for a specified percentage of the natural gas 
under contract regardless of whether the gas is 


actually taken. 


The purpose of the take-or-pay clause is to guarantee 
the producers a yearly cash flow. It is advantageous 
to all parties if demand remains about the same or 
increases, but can be damaging to the transmission 
company or purchaser if demand falls. The TOPGAS 
Agreement was implemented by TCPL as a means of 
resolving the current take-or-pay difficulties caused 
by overestimating the market. The take-or-pay 


provision is not being applied to current CD contracts 
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between TCPL and the distribution utilities. However, 
the latter are required to pay the demand charges for 
contracted demand so that TCPL can recover the costs 
associated with the provision of the facilities 
required to ensure reliable (firm) service to the 


WEL Li cres < 


The Fertilizer Institute (TFI) 


- TFI is an association of producers and marketers of 
Lenuulzeceinelweul.ogAs eUne OL PLUS SERV LCES 4LO 
members is the compilation of the Ammonia Production 
Cost Survey twice each year for the year ending June 30 
and December 31 by Ernst & Whinney, Washington, D.C., 
which acts in the capacity of confidential agent. fTIhe 
data reported include the weighted average unit cost of 
natural gas to the U.S. ammonia producers responding in 


each survey. 


TOPGAS Agreement 


- Most of TCPL's gas purchase contracts have provisions 
requiring "take-or-pay" payments by TCPL when it is 
unable to take specified minimum quantities of gas for 
delivery. It has been necessary to make such payments 
because the contracted supply has exceeded the 


available market in recent years. [CPL was able to 
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finance this take-or-pay obligation pursuant to the 
TOPGAS Agreement on terms which reduced TCPL's 
continuing take-or-pay obligation to 60 peRcentara f Miits 
minimum 1981/82 contract year level or 75 percent of 
the 1982/83 contract year obligation level, whichever 


is the lesser, 


The interest costs associated with the funds advanced 
by TOPGAS Holdings Limited (TOPGAS), an Alberta 
corporation controlled by a banking consortium, to the 
producers is recovered in TCPL's Alberta cost of 
service and remitted to TOPGAS Dy, TERE. eCPM must 
apply to the Alberta Petroleum Marketing Commission 
each year, and inclusion of interest costs in the 


Alberta cost of service is discretionary. 


The total funds advanced by TOPGAS amounted to 
approximately $2.3 billion as of the end of 2 O27. 
TOPGAS will recover the advances to the producers in 
installments beginning November io ea, throught Chive 
nomination for delivery of prepaid gas from the 
producers. Recovery is scheduled to be completed by 


io 7Gs 
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At the time of the hearing, TCPL was about to negotiate 
a new TOPGAS agreement in order to deal with the 
estimated $400 million in additional take-or-pay 
expected (tobe, incurred in 1985. 41f negotiations 
fail TCPL will have to finance these take-or-pay 


payments itself. 


T-Service 


- Transportation service provided by TCPL to any shipper 
subject to the terms of the Availability Section in 
TCPL's T-Rate Schedule. The fact that a requirement to 
be served by a T-Service applicant is not incremental 
(i.e. it has previously been served by a distributor 
from gas supply obtained under contract with TCPL) does 
not of itself disqualify that applicant.  TCPL must 
provide the service if the applicant qualifies under 
Rem int orm. f directed to do se by order of the 
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